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Individual Income Taxes under the 


Revenue Act of 1951 


CHARLES J. GAA 


Professor of Accountancy, University of Illinois 


IN GENERAL, the Revenue Act of 1951 
increases taxes ;' however, it also grants 
relief from hardship in several areas. 
New provisions affect corporate and 
noncorporate taxpayers, including 
trusts and estates. Numerous changes 
are made in the income tax and in 
excise tax rates, reducing some of the 
latter and increasing others. Excess 
profits taxes, estate taxes, and gift taxes 
have been changed the least, and the 
tax rates have not been altered at all 
except for ceiling rates in the excess 
profits tax. An attempt has also been 
made by Congress to close some loop- 
holes in the law. 

The date of enactment of the Rev- 


* The criminal and civil penalties for sub- 
stantial underestimates or failure to file Form 
1040ES will not apply to taxable years start- 
ing before November 1, 1951, and ending 
after October 31, 1951 (which includes 
calendar year 1951) if the underestimate is 
due only to a failure to take into considera- 
tion the rate increases of the 1951 Act. 


enue Act of 1951 was October 20, 1951. 
Rate changes for noncorporate taxpay- 
ers were effective on November 1, 
1951, and for corporations, on April 1, 
1951. Rates provided for the calendar 
year 1951 reflect rate changes effective 
for only part of the year. Effective 
dates for other provisions are varied: 
some apply to 1951; some apply to 
future years; some are retroactive to 
years prior to 1951. 


Tax Rates 


Rates are provided for future years 
in much more detail than is usual. 
Increased rates go into effect for the 
1951 calendar year and for other tax- 
able years beginning after October 31, 
1951, and prior to January 1, 1954; 
decreased rates are provided for tax- 
able years beginning after December 
31, 1953. The tax rate picture looks 
like this: 


Illustration I 


1950 1951 1952 | 1953 1954 
10-1-50 11-1-51 
i 1951 Act 
(After 10-31-51; 
before 1-1-54) 
1951 Act | 
; | (Calendar 1957) 
"1950 Act : 
(After 9-30-50) 1951 Act 
ae ay (After 12-31-53) 
| 1950 Act | 
| (Calendar 1950) | 
1948 Act | : 
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Although the effective date for in- 
creases was November 1, 1951, a part 
of the increases have been applied to 
calendar year 1951 returns. A special 
tax rate table for 1951 reflects one- 
sixth of a year’s increase, to cover 
November and December. This is the 
same plan that was followed for cal- 
endar year 1950 by the Revenue Act 
of 1950. Consequently, proration com- 
putations for part of a year at the old 
rates prior to the effective date and 
part of a year at the new rate after 
that date are not necessary for calendar 
year returns. Calendar years 1952 and 
1953 also will require only one set of 
rates, because rates do not change 
within those years. Both will use the 
same ratés, but these will be higher 
than those for 1951. The calendar year 
of 1954 and all other taxable years 
starting after December 31, 1953, will 
use another set of rates. These rates 
will be lower and will be the same 
rates which would have been in effect 
for 1951 under the Revenue Act of 
1950 if the Revenue Act of 1951 had 
not changed them. In short, the plan 
of Congress was to raise rates for a 
little over two years and then to drop 
them back again to the 1950 Act level, 
but not back to the rates for calendar 
year 1950. 

Returns for many fiscal years will 
require the use of two tax rate tables 
and a special proration computation. 
Any fiscal year which includes an effec- 
tive date for a rate change will require 
such treatment.? It would have been 
possible for Congress to provide fiscal- 
year rate tables similar to that for the 
calendar year of 1951, but the large 
number which would have been re- 


* Explained on pp. 7 f. 


quired and the fact that few indi- 
viduals are fiscal-year taxpayers made 
it inexpedient to prepare such tables. 

Short-period returns made necessary 
by a change in accounting period also 
will require the same general treat- 
ment accorded fiscal-year returns, pro- 
vided the short period includes an ef- 
fective date for a rate change.* 

Seven new surtax rate tables and 
one old one are provided to cover five 
general rate situations which affect 
noncorporate taxpayers; they and their 
coverage are summarized graphically 
in Illustration II. The normal tax re- 
mains at a flat 3 percent. The reduc- 
tion factor we were familiar with in 
former years is no longer used. 

An analysis of the five surtax tables 
(Illustration III) shows that the sur- 
tax rate for the first $2,000 of surtax 
net income increases from 17.4 per- 
cent in calendar 1951 to 19.2 percent 
in the period from November 1, 1951, 
to December 31, 1953, and decreases 
to 17 percent after December 31, 1953. 
In the first $2,000 bracket, the surtax 
is the same for all taxpayers, whether 
or not married, and whether or not 
the “head of a household.” In all other 
brackets shown, the “head of a house- 
hold” has a surtax smaller than an 
ordinary unmarried person or married 
person on a separate return, but greater 
than the tax of married persons on a 
joint return. In most of the income 
brackets, the “head of a household” 
will pay less tax in 1952 and 1953 
than he would have paid in 1951 with 
the same income when he was regarded 
as an ordinary unmarried person for 
tax purposes. 

A comparison of the three Supple- 


* Explained on pp. 8 f. 
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‘Illustration IV 


Comparative Summary of Supplement T Tax Tables for T axpayers with 


Adjusted Gross Income Below $5,000 and Two Exemptions 
(Sec. 400, IRC; Sec. 102, 1951 Act) 


(NoTE: These figures represent only certain sample amounts taken from the 
much more detailed tables. They include normal tax and surtax.) 


Taxable Years Starting 


Taxable Years Begin- 


oes Calendar Year After 10-31-51 and Before ning After 12-31-53 
iar 1951 1-1-54 (Incl. Calendar (Incl. Calendar Year 
Years 1952 and 1953) 1954) 
Separate  Foint Separate Head Foint Separate Head Foint 
>» COO ti. an $ 0 $ 0 $ 0 $ 0 $ 0 $ 0 "sO 45 0 
. SCOR ee 125 125 136 136 136 122 122 122 
00 Saeaein eee 311 311 338 338 338 305 305 305 
> OQ acho 503 494 548 543 538 493 489 485 
1 DOS aa eee 694 669 758 743 728 681 668 656 


ment T’ tax tables (Illustration IV) 
(for use with Form 1040 Short) shows 
that, except in the lower income 
brackets, the “head of a household” 
pays a tax below that on the ordinary 
separate return and above that on a 
joint return. The “head of a house- 
hold” will pay slightly more in 1952 
and 1953 than he did in 1951 when he 
was taxed at the same rates as any 
other unmarried person, but less than 
he would have paid if the category of 
‘head of a household” had not been 
introduced into the law. 

A surviving spouse may file a joint 
eturn with a deceased spouse if they 
aave the same taxable year, in the 
fame way as in the past. The rates shall 
e applied as if the taxable years of 
90th spouses ended on the date of the 
losing of the survivor’s taxable year. 


Fiscal-Year Returns 


The application of tax rates for (a) 
my calendar year, or (b) for any 
iscal year which does not overlap the 
ffective dates for rate changes (No- 
ember 1, 1951, and January 1, 1954) 


is a very simple matter. However, a 
proration calculation is necessary for 
any fiscal year (a) starting prior to 
November 1, 1951, and ending after 
that date, or (b) starting prior to Jan- 
uary 1, 1954, and ending after that 
date. The calendar year 1951 over- 
laps an effective date for a rate change 
but, as has already been explained, a 
special table has been provided to care 
for the matter. 

The procedure in calculating tax for 
fiscal years which are in part subject 
to one set of rates and in part to an- 
other set of rates is not new; the tax- 
payer must: 

(a) Calculate net income for the 
taxable period, using the rules in ef- 
fect for the early part of the fiscal 
year before the rate change. 

(b) Apply the tax rates before 
change to the net income calculated 
in (a) and multiply the result by a 
fraction, the numerator of which is 
the number of months before the 
change and the denominator of which 
is 12 months. 

(c) Apply the new rates after the 
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Illustration V 


1951 1952 
1/4 
8/1/51 7/31/52 
3 mos. 9 mos. 

Net income $6,600 $6,600 
Exemption 600 600 
Tax net income $6,000 $6,000 
Normal tax (3%) $ 180 $ 180 
Surtax 1,180! 1,336? 
12-month tax figures $1,360 $1,516 

x3/12 X9/12 
Partial tax figures $ 340 $1137 
Tax liability $1,477 


1 This may be found in Table IV (Illustration III) for taxable years beginning after Decem- 
ber 31, 1953, because such table is the same as that provided by the Revenue Act of 1950 for 
taxable years starting after September 30, 1950, and would have applied to 1951 if the 1951 


Act had not been passed. 


2 Taken from Table II (Illustration III) for taxable years beginning after October 31, 1951, 


and ending before January 1, 1954. 


change to the net income calculated in 
(a) and multiply the result by a frac- 
tion, the numerator of which is the 
number of months after the change 
and the denominator of which is 12 
months. 

(d) The sum of (b) and (c) is the 
tax for the fiscal year. 

Illustration V will serve to demon- 
strate how the proration calculation is 
made. It assumes that the fiscal year 
starts on August 1, 1951, and ends on 
July 31, 1952, and that the taxpayer is 
single, has no dependents, and has net 
income of $6,600. 

A joint return calculation for a mar- 
ried couple is similar except that “in- 
come splitting” must be considered. A 
married couple with $12,000 of taxable 
net income would have a tax liability 
of $2,954, just twice that of a single 
person with $6,000 of taxable net in- 
come. 


Short-Period Returns 


Just as in the past, a special compu- 
tation for short-period returns caused 


by a change in the accounting period — 


must be made. The only thing new to 
be considered is the new rate struc- 
ture of the 1951 Act. A change in ac- 
counting period of individuals most 
commonly occurs when two married 
persons with different taxable periods 
wish to file a joint return. At least one 
spouse must change, so that both 
spouses will have the same taxable 
period. 


Short-period returns which overlap 


an effective date of a rate change are 
subject to substantially the same treat- 
ment as fiscal-year returns under the 
same circumstances. Illustration VI 
will serve to illustrate the calculation 
for a short period which overlaps 
a change in rates. It assumes that the 
taxpayer is single, with no dependents, 


a ete, ae 
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Illustration VI 


Short Period 


Fiscal Year 9/30/51 10/31/51 12/31/51 Calendar Year 
1 Mo. 2 Mos 
Short-period income $ 2,650 
12/3 
Annualized income $10,600 
Exemption 600 
Taxable net income $10,000 
Taxable net income $10,000 $10,000 
Normal tax—3% $ 300 $ 300 
Surtax 2,340! 2,656? 
Tax—1i12 months $ 2,640 $ 2,956 
3/12 3/12 
3-month tax figures $ 660 eS) 
1/3 xX2/3 
$ 220 $ 492.67 
Short-period tax $712.67 


l'Table IV (Illustration III) furnishes the rates provided by the Revenue Act of 1950 for 


taxable years starting after September 30, 1950. 


2 Taken from Table II (Illustration lil) for taxable years starting after October 31, 1951, 


and before January 1, 1954. 


with $2,650 of net income for the short 
period, and wishes to change from a 
fiscal year ending on September 30, 
1951, to a calendar year. 


Head of a Household 


Some years ago, the income tax law 
granted a special exemption to the 
“head of a household” which was 
greater than that allowed the ordinary 
unmarried individual. That provision 
and the concept of a “head of a house- 
hold” were dropped from the law and 
the concept did not reappear until the 
Revenue Act of 1951 was passed. The 
concept is used now in connection with 
special tax rates rather than with a 
special exemption; it is effective for 
taxable years starting after October 31, 
1951, and does not apply to calendar 


year 1951. The benefit of lower rates 
may be obtained only by filing Form 
1040, either the long or short version; 
Form 1040A will not suffice. The rates 
on a “head” are between those of an 
ordinary unmarried person or a mar- 
ried person on a separate return and 
those of a married couple on a joint 
return. 

A “head of a household” is any un- 
married person who meets certain re- 
quirements; a nonresident alien, how- 
ever, does not qualify. For this purpose 
an “unmarried person” includes those 
who have never been married, those 
who have been separated under a de- 
cree of divorce or separate mainte- 
nance, a person who survives a de- 
cedent spouse (after the year of death), 
and a taxpayer who may not file a joint 


10 


return because his spouse is a nonresi- 
dent alien. A taxpayer whose spouse 
dies in the taxable year is considered 
married for that year. 

The person who seeks classification 
as the “head of a household” must 
meet these tests: 

(a) His household includes any of 
the following relatives: 

i. His children (including legally 
adopted children) and their descend- 
ants, and his stepchildren (but not 
their descendants) .* 

ii. Any other relative who quali- 
fies as a “dependent” of the head.° 
(b) He has contributed over one- 

half of the support of the home. 

(c) He is not a nonresident alien. 

The “head” does not have to include 
in his return the income of relatives 
who live in his household. This treat- 
ment is consistent with that which 
allows a parent to exclude from his re- 
turn the income of dependents. The 
“head of a household” is permitted the 
same exemptions as other unmarried 
taxpayers. This means, for example, 
that a “dependent” could entitle the 
taxpayer to classification as a “head” 
as well as a credit of $600 for a de- 
pendent. . 

The following situations will not dis- 
turb the “head of the household” 
status: death of a relative, temporary 
absences of the “head” or of a rela- 
tive, absence at school during the time 


*Unmarried children, their descendants, 
and stepchildren need not be ‘“‘dependents” ; 
however, a married child must be a “‘de- 
pendent” within the meaning of the law. 

° This means that the head must contrib- 
ute over one-half of the support of the al- 
leged dependent and the alleged dependent 
may not have $600 or more of taxable gross 
income. 
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school is in session, or absence due to | 
illness. The “head” must be an occu- | 


pant of the household; it is not enough 
that he establish and support it. 


Employees 


For wages paid (regardless of when — 


earned) during the period from No- 


vember 1, 1951, through December 31, © 
1953, new withholding tables have | 
percentage 
method is used instead of the tables, 


been provided. If the 


the withholding rate shall be 20 per-! 


cent instead of 18 percent. An em- 


ployer and an employee may agree on 


withholding more than the code re- | 


quires on wages paid after October 31, 
1951, but no interest will be paid on 
refunds of extra amounts withheld. 
The commissioner is to issue regula- 
tions to cover this election. 

Several relief provisions have been 
placed in the law which are new or 
are an easing of old rules and are di- 
rected toward payments to employees 
or their beneficiaries after they sepa- 
rate from regular employment. 


Life insurance salesmen. Some life 
insurance salesmen have now been in- 
cluded, retroactively for taxable years 
starting after December 31, 1938, in 
the definition of “employee” for pur- 
poses of employee trusts. 


Payments to beneficiaries of deceased 
employees. Formerly almost all pay- 
ments to beneficiaries of deceased em- 
ployees were subject to tax in the hands 
of the recipients. The 1951 Act allows 
beneficiaries to receive, in a single sum 
or otherwise, a maximum of $5,000 
tax-free from each employer on behalf 
of an employee, but only if there is an 
express contract which binds the em- 


| 


eS a 


ployer to make such payments. This 
“provision simply extends the principle 
of excluding proceeds of insurance 
paid by reason of death and applies to 
amounts received in taxable years be- 
ginning after December 31, 1950. The 
$5,000 limit exists regardless of the 
number of beneficiaries; if more than 
one is involved, the several beneficiaries 
share the exemption. More than $5,000 
may be exempted to the beneficiaries 
if more than one employer or more 
than one employee are involved. If 
amounts are held by the employer and 
interest is paid, the interest is taxable 
income. 

Joint and survivor annuities. Al- 
though joint and survivor annuities 
are discussed here under the heading 
of “employees,” it should be noted that 
nonemployee annuities of this type are 
given the same relief. Prior to the 1951 
Act, in the case of joint and survivor 
annuities, the survivor and the original 
annuitant were required to recognize 
income on annuity receipts to the ex- 
tent of 3 percent of the consideration 
paid for the annuity contract. The 
1951 Act favors the survivor by allow- 
ing him to report only 3 percent of the 
value of the contract for estate tax 
purposes. The rest of the rule regard- 
ing annuities has not been altered; 
amounts received tax-free above the 3 
percent figure are aggregated until the 
total consideration has been recovered 
tax-free; the balance received or to be 
received is taxable income. The con- 
sideration for this purpose to the sur- 
vivor is the fair value for estate tax 
purposes. This provision applies if 
death takes place after December 31, 
1950. Employee annuities under pen- 
sion or profit-sharing plans, as well as 
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other annuities, will be affected by 
this provision. In noncontributory 
plans, the employee had no cost and all 
amounts received were taxable income 
to beneficiaries; now this rule would 
tax only 3 percent of the value for 
estate purposes and allow beneficiaries 
to exclude the rest until such value is 
recovered tax-free. Also, remember that 
the $5,000 exclusion just discussed ap- 
plies to joint and survivor annuities if 
they are employee annuities. 

Lump-sum separation withdrawal 
from a qualified employees trust. The 
former rule required that the excess 
of the value of a lump-sum separation 
withdrawal from a qualified employees 
trust over the employee’s contribution 
be treated as a long-term capital gain. 
The new provision is that withdrawal 
of an entire share in a qualified em- 
ployee trust in one year, which with- 
drawal includes appreciated securities 
of the employer, is to have relief to 
the extent of excluding from income 
the amount of appreciation in value 
of the employer’s securities so dis- 
tributed. Cash, other properties, and 
the cost basis of the employer’s securi- 
ties to the trust are to be included in 
figuring capital gain to the employee. 
The employee assumes the same basis 
for these securities as they had in the 
hands of the trust; the appreciation 
will be taxed as a capital gain when 
or if the securities are disposed of. This 
provision is broad enough to cover 
securities of the parent corporation or 
subsidiary of the employer corporation, 
but it has no application if the value of 
the securities at the time of distribution 
is less than the basis to the trust. With- 
drawals after December 31, 1950, are 
covered by this new rule. 
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Lump-sum separation payments. 
Separation payments formerly were al- 
ways treated as ordinary income. The 
1951 Act treats lump-sum payments 
received in lieu of a percentage of 
future income as long-term capital 
gains if certain requirements are met, 
the treatment given for lump-sum 
withdrawals from an employee trust. 
Those requirements are (a) the 
amounts must be received pursuant to 
the employment contract, (b) the 
amounts must be received in one tax- 
able year and after the employment 
has been terminated, (c) the employ- 
ment period must be for a certain 
number of years, and (d) the contract 
must have been in existence for a cer- 
tain period of time and provide for a 
share in profits for a period specified 
by the law. This provision applies to 
taxable years starting after December 
31, 1950. 


Restricted stock options. The 1950 
Act allowed certain benefits in the case 
of restricted stock options and set up 
nine requirements which had to be met. 
One of these requirements was that at 
the time the option was granted the 
option price must be 85 percent or 
more of the value of the stock. “Experi- 
ence showed that in some cases where 
shareholders had to approve the grant 
of the option some delay occurred, and 
a change in the percentage prevented 
the provision from being used. The 
1951 Act merely liberalizes the rules 
to the extent of allowing the percentage 
to be calculated without regard to a 
later date delayed by stockholder ap- 
provals. This provision is effective for 
taxable years ending after December 


31, 1949. 


Businessmen 


Family partnerships. Now a person 


is considered a partner if he owns a 
capital interest in a partnership in_ 
which capital is a material income-pro- 
ducing factor. This is true even though | 
the capital interest was purchased from 


or received as a gift from a member 
of the family. Personal service part-— 
nerships will not be affected. | 

However, in order to limit the abuses | 
which might arise under these more, | 
liberal rules, there are some restrictions | 
on the distribution of profits. They 
are: (a) a fair allocation of profits 
must be made first to the donor part-_ 
ner who contributes services; (b) all 
capital contributions must be given an 
equivalent share in the profits, allow- 
ing for differences between the amounts | 
contributed, of course; and (c) the 
gift or sale of the partnership interest 
must have been real and not mere 
form. This change clears up some un- 
certainties which have existed but will 
set up new problems of evaluating the 
worth of service rendered and the 
reality of the transfer of the capital 
interest. So long as the transfer is real 
it satisfies these requirements even 
though it was made to save taxes; 
however, a mere sham transfer will 
fail. A partner’s distributive share is 
not to be diminished because of his 
absence in the armed forces. 

The law is not retroactive; it states: 

The amendments made by this section 
shall be applicable with respect to taxable 
years beginning after December 31, 1950. 
The determination as to whether a person 
shall be recognized as a partner for income 
tax purposes for any taxable year begin- 
ning before January 1, 1951, shall be made 


as if this section had not been enacted and 
without inferences drawn from the fact 
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that this section is not expressly made ap- 
plicable with respect to taxable years be- 
ginning before January 1, 1951. 

Sales of livestock held for draft, 
breeding, or dairy purposes. Farmers 
appear to have won their long battle 
with the Treasury on this matter. In 
1951, the Bureau softened its position 
but did not entirely clear up the prob- 
lem. Its position was that culls which 
had reached their full period of useful- 
ness were Section 117 (j) assets, and 
that others were not. Congress has 
decided that such animals are Section 
117 (j) assets regardless of age or po- 
tential service life if they have been 
held for six months or more from the 
date of acquisition. This rule applies 
to taxable years beginning after De- 
cember 31, 1941, and before January 
1, 1951. For taxable years starting 
after December 31, 1950, poultry is 
specifically excluded and the period is 
raised from six to twelve months. 

Sale of unharvested crops. Farmers 
have won this battle too, although 
there is a question as to the justifica- 
tion for this new and favorable rule. 
It has been clear that sales of farm 
land are subject to the benefits of Sec- 
tion 117 (j) of the Internal Revenue 
Code, if such land has been held over 
six months. However, there has been 
some conflict of opinion as to the status 
of unharvested crops on such land. 
Under the 1951 Act, where unhar- 
vested crops are sold at the same time 
and to the same buyer as is land which 
is subject to Section 117 (j), the crops 
are Section 117 (j) assets also. This 
rule applies to compulsory or involun- 
tary conversions as well as to sales. 
A loss continues to be an ordinary 
fully deductible loss. Costs of producing 


the crop are not deductions but enter 
into the gain or loss on sale computa- 
tions under Section 117 (j). The tax- 
payer gets the benefit of this amend- 
ment on sales which occur in any 
taxable year beginning after December 
315) 1950; 

Dealers in securities. Under existing 
law a dealer may hold some securities 
for sale to customers and others as 
investments — gains and losses being 
ordinary or capital, respectively. The 
new law simply reduces manipulation 
of tax liability by restricting the 
chances of shifting securities from one 
classification to another at the con- 
venience of the taxpayer. A sham 
classification will not prevent a gain 
from being treated as an ordinary gain. 
If a security has at some time been 
classified as an investment security it 
can never result in an ordinary loss 
for tax purposes. Losses on sales of 
bonds by banks continue to be treated 
as ordinary losses. Sales or exchanges 
after the thirtieth day following the 
enactment of the 1951 Act are subject 
to this amendment. 

LIFO inventory — involuntary liqut- 
dation and replacement of inventory. 
Both the new and the old provisions 
allow the taxpayer to obtain a tax 
refund in the year the inventory is 
involuntarily liquidated if later re- 
placements are made of the liquidated 
items. Under the old rules, the replace- 
ment was matched with the most 
recent liquidations, making it very 
difficult to match replacements with 
World War II liquidations before the 
time limit (taxable years ending prior 
to January 1, 1953) should expire. The 


new provision permits replacements 


We 


made prior to January 1, 1953, to be 
matched first against World War II 
liquidations before they are matched 
against liquidations growing out of the 
taxable years ending after June 30, 
1950, and prior to January 1, 1954. 
This provision is effective for taxable 
years ending after June 30, 1950. 

Net operating loss deduction. Under 
the old law nonbusiness deductions 
could be used only to offset nonbusi- 
ness income in the computation of net 
operating loss. The rule still applies 
except as to nonbusiness casualty or 
theft losses. This rule is effective for 
losses sustained after December 31, 
1950, and in computing net operating 
loss deduction for taxable years ending 
after December 31, 1948. 

The old law required that 100 per- 
cent of long-term capital gains and 
losses be taken into account in figuring 
the net operating loss and net oper- 
ating loss deduction. Under the new 
law, this provision is no longer neces- 
sary, because of the change in han- 
dling long-term capital gains and losses 
and their inclusion in full in computing 
taxable net income. The rule simply 
states that capital losses shall not ex- 
ceed capital gains and that the 50 
percent deduction for the excess of net 
long-term capital gains over net short- 
term capital losses shall not be allowed. 
The effect of this change will be felt in 
(a) certain years in which the income 
tax loss is adjusted to become the net 
operating loss, and (b) certain other 
years to which the net operating loss 
is carried and adjusted to become the 
net operating loss deduction. The new 
rules apply to the net operating loss 
calculation for loss years beginning on 
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or after the enactment of the 1951 Act. 


change the calculation. The new rules. 


{ 


For earlier years the 1951 Act does not. 


apply to the net operating loss deduc-_ 


tion computation for carry-back or 
carry-over years beginning on or after 


Act. 
All taxpayers may carry net operat- 
ing losses of 1948 and 1949 over for 


three years, instead of two years as | 
was true under the old provision. The . 
year 1951 thus may be affected byi. 
losses carried forward from 1948, 1949, 


and 1950 and by a loss carried back 
from 1952. The general provision is 
applicable to net operating losses for 


any taxable year beginning after De- | 
cember 31, 1947, and before January | 


1, 1950. 

Natural resources. In spite of talk 
early in 1951 about reducing liberal 
percentage depletion allowances, the 


1951 Act has given more items the | 
privilege of using percentage depletion. _ 


Some percentages have been increased ; 
for example, the coal allowance has 


been changed from 5 percent to 10 | 


percent. These changes are effective for 
taxable years starting after December 
31, vou: 

Effective for taxable years starting 
after December 31, 1950, lessors, but 
not operators, of coal properties may 
take advantage of long-term capital 
gains treatment under Section 117 (j) 
in about the same way as has been per- 
mitted for timber royalties. Certain 


very important restrictions are included — 


in the law, however. 
Expenditures for (a) discovery and 


exploration, in part at least, and 


the date of the enactment of the 1951 — 


| 


| 


| 


| 


(b) development of mines may be de-_ 
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ducted when made or may be deferred 


a for arriving at adjusted gross income,’ 
-and amortized over production. These 


which is 50 percent of the excess of net 


amortization charges will be allowed 
‘in addition to depletion. The pertinent 
provisions of the law apply to taxable 
years ending after December 31, 1954. 


The rules for 
reporting recoveries of war losses are 
liberalized taxable 
years beginning after December 31, 
1941. The statute of limitations does 
not prevent a refund if certain condi- 
tions are met. 


War loss recoveries. 


retroactively to 


Partnership income. Although the 
following comment is not derived from 
the Revenue Act of 1951, it does affect 
Form 1040 for 1951. In the third line 
of summary Schedule C, page 2 of 
Form 1040, reference is made to part- 
nership income, and the taxpayer is 
directed to Form 1065, Schedule J, 
Column 10. The reference is inaccu- 
rate; it should be Schedule K, Col- 
umn 3. 


Capital Gains and Losses 


An important change® in the gen- 
eral treatment of long-term capital 
gains and losses is made effective for 
the calendar year of 1952 and other 
taxable years beginning on or after 
November 1, 1951. Under some cir- 
‘cumstances the amendment will not 
change the taxpayer’s liability for tax; 
under other circumstances, it may 
either increase or decrease the tax. 

Under the new law long-term gains 
and losses are taken into gross income 
at a full 100 percent instead of at 50 
percent. A new deduction is allowed 


* Other less sweeping changes which affect 
capital gains and losses are discussed else- 
where in this analysis under several separate 
subject headings. 


long-term capital gains over net short- 
term capital losses. If there are no net 
short-term capital losses, the deduction 
will be 50 percent of the net long-term 
capital gain. If capital losses exceed 
capital gains, the old rule applies: 
namely, a maximum of $1,000 net loss 
may be deducted, the balance being 
carried over and applied as a deduc- 
tion from capital gains within the next 
five years. However, it must be noted 
that the amount of net loss may be 
affected by the new rules for long- 
term gains and losses.* The purpose 
of the amendment of the law is to have 
capital gains and losses offset each 
other dollar-for-dollar, regardless of 
the holding period of the asset disposed 
of. A comparison of the old and new 
rules is made in Illustration VII. 
The foregoing change in the treat- 
ment of long-term capital gains and 
losses and an increase in the maximum 
effective tax rate from 25 percent to 
26 percent have changed some details 
in the calculation of the alternative 
tax on capital gains. However, the gen- 
eral approach has not been altered. 
The rate change affects calendar year 
1952 and other taxable years starting 
after October 31, 1951, and before 
November 1, 1953. Assuming that in 
Case (a) of Illustration VII the ordi- 


7 Trusts and estates must exclude from the 
50 percent deduction any capital gains to be 
reported by income beneficiaries, otherwise 
there would be a double deduction from the 
income of the trust or estate. 

® Capital loss carry-overs from years start- 
ing after October 31, 1951, are affected by 
the new rule; capital loss carry-overs from 
earlier years are computed under the old 
rule. 
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Illustration VII | 


Case (a) Case (b) Case (c) 
Old New Old New Old New 
1. Ordinary income $10,000 $10,000 $10,000 $10,000 $10,000 $10,000. 
2 Na CG $ 2,500 $75:000 °° Pete ee ee $ 2,500 $ 5,000 
3. NL SEG. Bie § Pee ($ 2,500) ($5,000) Baas, 9S eee 
4. N.S T.C.G. $1000, s$eN000) Wee 9D eccrine ae 
EINES OM CH DR = GW ee Taser OG es ioe ($ 1,000) ($ 1,000) ($ 1,000) ($ 1,000) _ 
6. Net (2 through 5) $ 3,500 $ 6,000 ($ 3,500) ($ 6,000) $ 1,500 $ 4,000 
7. Taxable capital gain $ 3,500 $t6'000', "eee eee $ 1,500 $ 4,000 
82 Deductible capitaliloss) em.) eee ($ 1,000) ($1,000) CRE eee 
9. Total gross income $13,500 $16,000 $ 9,000 $ 9,000 $11,500 $14,000 
10. Sec. 23(ee) Deduction —_.......... ($. 25500)" sce nee ae eee ($ 2,000 
11. Net income $13,500 $13,500 $ 9,000 $ 9,000 $11,500 $12,000 
1 
Det ossicannysoVver|(Gi=—-0)/ ain Mester tee Poe ($ 2,500) ($5,000): 2 9 ae. eon t 
Case (d) Case (e) Case (f) 
Old New Old New Old New 
1. Ordinary income $10,000 $10,000 $10,000 $10,000 $10,000 $10,000 
2. N-LAesG. $ 500 $1,000) be tw eee ee 
Se Nem UEC et es BSc peerer ($ 2,500) ($ 5,000) ($ — 500) ($ 1,000) 
ASINGSEICGHGr © EN ee eer $ 1,000 $ 1,0 $ 5,000 $ 5,000 
Gp INES SUA CH Be ($ 5,000) ($5,000), eek Ne 
6. Net (2 through 5) ($ 4,500) ($ 4,000) ($ 1,500) ($ 4,000) $ 4,500 $ 4,000 | 
| 
7. obaxable-capital gain, ~~ «2 8 leeueck.. 9 «wane. 01 eens eee $ 4,500 $ 4,000 
8. Deductible capital loss ($ 1,000) ($ 1,000) ($ 1,000) 000). Se eee 
9. Total gross income $ 9,000 $ 9,000 $ 9,000 $ 9,000 $14,500 $14,000 
10. ‘Sec. 23\(ee): Deduction, kweli ere ee 
11. Net income $ 9,000 $ 9,000 $ 9,000 $ 9,000 $14,500 $14,000 | 
12. Loss carry-over (6—8) ($ 3,500) ($ 3,000) ($ 500) ($3,000) eee | 


This illustration covers the following combinations of capital gains and losses: 
(a) a net long-term capital gain and a net short-term capital gain. 
(b) a net long-term capital loss and a net short-term capital loss. | 
(c) an excess of net long-term capital gain over net short-term capital loss. | 
(d) an excess of net short-term capital loss over net long-term capital gain. 
(e) an excess of net long-term capital loss over net short-term capital gain. 
(f) an excess of net short-term capital gain over net long-term capital loss. 


nary taxable net income was $26,500, 
the taxable net income would have 
been $30,000, an amount sufficiently 
large to justify the use of the alterna- 
tive tax computation. The regular and 
alternative taxes for separate and joint 
returns under the new and old rules 
are shown in Illustration VIII. 


Homeowners 


Prior to the 1951 Act, the individual 
taxpayer was required to pay a tax on 
a gain on the sale or exchange of his 
residence, even though he acquired an- 


other immediately. The 1951 Act has 
furnished some much-needed relief 
from this hardship situation. It borrows 
the idea used in tax-free exchanges of 
like property used in trade or business; 
for a long time, gains in such trans- 
actions have been tax-free. Actually, 
this 1951 Act provision for residences 
goes even further and postpones gains 
on sales, as well as gains on exchanges. 
This section, effective for taxable years 
starting after December 31, 1950, if the 
old residence is sold after that date, 
gives the taxpayer no election; post- 
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Tihstration VIII 
1951 (Old Rule) 
Separate Return Joint Return 
Regular Alternati: Regul } 
Bes et income (14 on jéint g ernative egular Alternative 
return) $30,000 $30,000 $15,000 15,000 
2. Excess of NLTCG over NSTCL ....... 2,500 ee : 1,250 
3. Balance $30,000 $27,500 $15,000 $13,750 
4. Partial tax (1951 rates) $13,456 $11,881 $ 4,816 $ 4,228.50 
5. 50% of “excess” (14 on joint ; 
sete), 5) i PN en Gaye 625.00 
6. Total tax—i person $13,456 $13,131 $ 4,816 $ 4,853.50 
7. Joint return (2 X(6)) 9,632 9,707 
8. Saving (or excess over regular) $325 ($75) 
Calendar Year 1952 and Other Taxable Years Starting After 10/31/51 
and Before 11/1/53 (New Rule) 
Separate Return Joint Return 
Regular Alternative Regular Alternative 
1. Tax net income (4 on joint 
return) $30,000 $30,000 $15,000 $15,000 
2. Exeess of NLTCG over NSTCL ....... 5000 ee eee 2,500 
Bee Deauction (50% of “excess”) o <..... (2500) == ee (1,250) 
4. Balance $30,000 $27,500 $15,000 $13,750 
5. Partial tax (new rates) $14,676 $13,001 $ 5,286 $ 4,636 
6. 26% of “‘excess” (14 on joint 
en) ee re a 1,3001 Sud one 650 
7. Total tax—1 person $14,676 $14,301 $ 5,286 $ 5,286 
8. Joint return (2X (6)) $10,572 $10,572 
$375 $0 


9. Saving 


126% of the excess of net long-term capital gain over net short-term capital loss (in this 


case, 26% of ($5,000 —0)). 


ponement of tax on the gain is manda- 
tory if the requirements of the law 
are met. 

Several general rules may be stated 
which apply to this relief provision: 

(a) The old and the new properties 
must be the taxpayer’s “principal resi- 
dence.” The determination of use of 
property as a principal residence is a 
matter of fact. It does not include 
property held for the production of 
income. A house converted to income 


production is not a “residence” and 
a taxable gain results if it is sold or 
a tax-free gain, under another section 
of the old law, if exchanged.’ The 
mere fact that property has been rented 
out temporarily does not necessarily 
require that the gain be recognized. 
If the taxpayer purchases a new resi- 
dence before selling the old, temporary 

® This is a widely used misnomer. Usually 


the gain is merely postponed and is not 
entirely forgiven for tax purposes. 
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rental out of the new before he va- 
cates the old will not prevent this 
subsection from being applied, pro- 
vided he occupies it within twelve 
months of the sale of the old. If either 
the new or the old property is being 
used partly as a residence (and partly 
for the production of income), the sell- 
ing price and gain on the old and the 
cost of reinvestment in the new must 
be allocated. A principal residence may 
be a boat or a trailer. It includes stock 
held by a tenant in a cooperative 
apartment corporation if he occupies 
the apartment which is his as a stock- 
holder. Property used as a principal 
residence does not include personal 
property items which are not in the 
nature of fixtures. 

(b) No gain is recognized if the 
entire proceeds from sale are used for 
acquiring a new residence within a 
certain period. 


(c) If the entire proceeds are not 
suitably reinvested, the gain is recog- 
nized up to the amount of the unrein- 
vested proceeds. 


(d) ‘Sales’ includes sale, exchange, 
involuntary conversion, requisition, and 
condemnation. “Selling price’? includes 
the gross price of the property. The 
amount of mortgage or trust deed or 
other indebtedness to which the prop- 
erty is subject is not deducted, whether 
or not the purchaser assumes the debt. 
Commissions and selling expenses of 
the seller do not reduce the selling 
price, although they are taken into 
consideration in figuring gain or loss 
on the sale. “Selling price” includes 
amounts received on exchange or con- 
version of property. 

(e) 


“Purchase” includes construc- 
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tion or a reconstruction beyond a mere 
improvement. “Purchase cost” is the 


| 
| 
| 
| 
| 


| 


gross price of the property, including _ 
(a) debts to which the property is sub- 


ject, whether or not assumed by the 
purchaser; (b) the face amount of 
liabilities of the purchaser given as 


part of the consideration; and (c) com- 


missions and other purchasing costs. 


In exchanges or conversions, the fair 
market value of the new property is | 
deemed to be its purchase cost. Any — 


part of a new residence received as a! 


< 


gift or inheritance has no 


before’ and eighteen months after the 


sale. One year before and_ twelve 


months after the sale is the period for — 


reconstruction costs. 

(f) The new residence may be pur- 
chased either before or after the old 
one is disposed of. The allowable 


period for purchase begins one year : 


before the sale and ends one year after 
the sale. Construction must be started 
within one year of the sale and the 
house occupied within eighteen months 
after the sale; for reconstruction, the 
period is one year before and twelve 
months after sale. A purchase of a new 
residence before December 31, 1950, or 
in a taxable year ending prior to 
January 1, 1951, is not barred from 
consideration. The time rules may be 
summarized, as follows: 


* However, the basis of such new property 
for computing gain or loss on its disposition 
also includes the basis derived under the 
usual rules for property received as a gift or 
at the death of the donor. 


‘purchase | 
cost,” except to the extent that money | 
is spent in reconstructing it.1° If the — 
new residence is constructed, cost in- | 
cludes capital items properly charged — 
to cost within a period of one year | 


Ah eee ae 


+ 


Uy 


Purchase may be before or after this date 
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12/31/50 


Sale must be after this date 


Sale Date 


New Construction 


1 year 18 months 
Purchase, etc. 
1 year 1] year 
Reconstruction 
1 year 12 months 


(g) The adjusted basis of the new 
residence is reduced to the extent of 
gain not recognized on the sale of the 
old residence. 

(h) In determining the holding pe- 
riod of a new residence which caused 
gain on the disposition of the old to 
go unrecognized, the holding period of 
the old shall be included. 


12/31/50 
3/1/48 


Cost—Old 
$10,000 


$5,000 Gain 


The gain of $5,000 on the sale on 
March 1, 1951, is not recognized, be- 
cause the entire amount was reinvested 
through purchase of a new house with- 
in a year of the sale. The sale qualified 
since it took place after December Bills 
1950. The new property has a basis of 
cost ($15,000) less unrecognized gain 
($5,000), or $10,000. In other words, 
the new property has the basis of the 


(1) Loss rules have not been changed 
by the Revenue Act of 1951. No loss 
is recognized on a sale or exchange of 
property held for personal use. Casu- 
alty losses are allowable, of course, as 
in the past. 

One general situation given relief is 
illustrated at this point. 


3/1/51 4/15/51 
Sale—Old Purchase—New 
$15,000 $15,000 


All reinvested 


old. The new property is deemed to 
have been held since March 1, 1948.17 

If the new property were purchased 
on April 15 for $13,000, the rules 
would work out in the following way: 
The gain on March 1, 1951, was 
$5,000; the unreinvested amount was 

Since such property is a capital asset, 


the capital-gains rules are applied to the 
gain recognized, if any. 
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$2,000 ($15,000—$13,000), and the 
gain was recognized to that extent. 
The basis of the new property is $12,- 
000 (cost $15,000 less unrecognized 
gain $3,000), and its holding period 
started on March 1, 1948. 

Congress was aware of the possibility 
of speculation in residences and indi- 


1/10/51 3/31/51 6/1/51 | 

| 

Purchase—New Sale—New Sale—Old 
$12,000 $14,000 $15,000 {| 
Cost 10,000 1] 


$2,000 Recognized gain 
($14,000 — $12,000) 


(b) If the taxpayer, within the al- 
lowed period, purchases more than 
one property which is used by him as 
his principal residence during the year 


1/15/51 2/15/51 


Cost Old Sells Old Purchases New X 1 


$10,000 $15,000 $12,000 


cated that such loopholes were to be 
plugged, as follows: | 

(a) If the taxpayer purchases and | 
disposes of a new residence prior to the 
date of sale of the old residence, such 
new residence will not qualify for the — 
purpose of postponing tax on gain from — 
the sale of the old residence. | 


$5,000 Gain recognized | 


succeeding the sale of the old residence, 
only the last is considered a new resi- | 
dence for the purpose of this section 
of the law. 


3/15/51 4/15/51 | 
Sells New #1 Purchases New #2 | 
$14,000 $13,000 
Recognized gain 
$2,000 
15,000 


$5,000 gain—recognized to the extent of proceeds not 
reinvested in the new residence 


The basis for residence * 2 is $10,000 [$13,000 — (5,000 —2,000)]. 


(c) If the taxpayer’s new residence 
is destroyed, stolen, seized, requisi- 
tioned, condemned, or sold or ex- 
changed under the threat or immi- 
nence of requisition or condemnation 
within the year after the sale of the 
old residence, such year is deemed to 
end on the date of the destruction, etc.; 
that is, the general rule applies be- 


cause intent to reduce taxes is not 
present. 

The reasonableness and accuracy of 
these rules may be tested by assuming 
residence #2 in Case (c) was sold later, 
say for $20,000, and by comparing the 
results under the new rules and the 
results which would follow without 
them. 


ed we 


uss 
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1/15/51 2/15/51 3/15/51 4/15/51 
a ee 
Cost Old Sells Old Purchases New #1 Destruction New ¥1 Purchases New *2 
$10,000 $15,000 ee $14,000 13,000 
15,000 10,000 314000 
$5,000 gain $ 3,000 recog- $ 4,000 gain $ 1,000 recog- 
nized nized 


The basis of New #1 was $10,000 [$12,000— ($5,000 — $3,000) ]. 
The basis of New *2 is $10,000 [$13,000— ($4,000 —$1,000)]. 


Regulations will be issued by the the other, or (b) there was joint own- 
Bureau to give spouses the option of ership of the old residence and of the 
using this provision even though new residence but the proportionate 
(a) the old residence is sold by one interests changed. 
spouse and the new is purchased by 


Selling Prices and Purchase 
Residences Insurance Recoveries Prices 
ee Seater ae ee $15,000 $10,000 
TRO ES 5 Sie gall Ree a 14,000 12,000 
NE eee ake on hg ao ee eR On 20,000 13,000 
cel St | BNE Oe Aiea an a $49,000 
Best DIC EN ASE “PFICES 0. os PE ok eee Se eae 35,000 $35,000 
ENCE ALCION NN eben sk es ie Ms eine Se ease wt $14,000 
The results under the Senate Finance Committee rules are the same: 
Peecogmizedvon 1/15/51, sale.20s .. 0s exeae 5 $ 3,000 
Recognized on 3/15/51 Destruction........... 1,000 
iecoenized on sale.of New #2... wwe cee _ 10,000 
INFOTEOALCHEAMN Ss arc id ose ctw ke wee Ream es os $14,000 


Whenever the taxpayer sells his the new residence which is involved in 
principal residence at a gain he must a nonrecognition of gain situation, or 
report to the Bureau (a) the cost of (b) his intention not to acquire a new 


Illustration IX 


Old Residence New Residence 
= Recognized 
Gain 


Sale 


5 Basis Owner Owner Cost Basis 
Price 


Husband Husband $5,000 $2,500 None 
Case 1 $10,000 | $5,000 usban Sar 00 ook 


Husband 
“a “he 50 Wife 2 Wife 10,000 5,000 None 
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residence within the limited time. The 
statutory period of three years for 
assessing a deficiency on a residence 
transaction will not start to run until 
such notice is received by the Bureau. 
Such notice gives the Treasury’ an 
opportunity to assess additional taxes 
if the gain fails to qualify for non- 
recognition. 
Investors 


Gains on sales of certain property 
directly or indirectly between spouses 
or between an individual and a con- 
trolled corporation. This subsection de- 
nies capital-gains treatment to sales of 
property subject to depreciation (not 
depletion) in the hands of a trans- 
feree if the parties are spouses or an 
individual and a controlled corpora- 
tion. A controlled corporation is one 
in which over 80 percent of the value 
of outstanding stock is owned by the 
taxpayer, his spouse, minor children, 
and minor grandchildren. Years end- 
ing after April 30, 1951, and only with 
respect to sales or exchanges made 
after May 3, 1951, are affected. This 
provision prevents the transferee from 
getting the advantage of a stepped-up 
depreciation basis while the transferor 
recognizes less than the same Amount 
as a taxable gain. 

Assume that one of the parties owns 
a building with an adjusted basis of 
$10,000 and that the building is sold 
to the closely related party for $15,000. 
Prior to the new provision, the seller 
had a capital gain of $5,000, one-half 
of which was subject to tax if the 
property were held sufficiently long, 
and the maximum tax rate on which 
was 295 percent. The seller would be 


subject to a maximum tax of $1,250, 
while the buyer received property 
basis for depreciation was — 
stepped up $5,000. The new provision | 
requires the transferor to report ordi-_ 
nary gain of $5,000. 


whose 


Recognition of gain in certain cor-— 
poration liquidations. The 1951 Act — 
merely extends the existing provisions _ 
for one more year. Stockholders of a 
corporation which distributes property 
in liquidation, pursuant to a plan 
adopted after December 31, 1950, if 
the distribution is in complete cancel-— 
lation or redemption of all stock, and 
if the transfer of all property under 
the liquidation occurs within one cal- 
endar month in 1951 or 1952, may 
elect to postpone taxation of the gain 
to the extent that it is attributable to 
appreciation in value of assets while 
they are owned by the liquidating cor- 
poration. The property will have the 
same basis in the hands of the stock- 
holder as his investment in the corpora- 
tion. He will realize his gain when he | 
disposes of the property. This provi- 
sion is in effect for taxable years ending 
after December 31, 1951. 


Redemption of corporation stock to 
pay death taxes. Both the old and the 
new rules allow stock in a decedent’s 
estate to be redeemed to pay death taxes 
and to allow the profit to be considered 
capital gain rather than an ordinary 
taxable dividend. The change in the 
law extends only to a change in the 
percentage which the stock for estate 
tax purposes must bear to the value 
of the estate of the decedent. The 1951 
Act changes the amount from 50 per- 
cent of the net estate to 35 percent of 


: 
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after the enactment date of the 1951 


; 
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the gross estate. This provision is ap- 
plicable to taxable years ending on or 


Act, and then only to amounts dis- 
tributed on or after that date. 


Collapsible corporations. The 1950 


_ Act restricted the use of collapsible cor- 


porations in the area of manufacture, 
construction, or production of prop- 
erty. The 1951 Act specifically extends 


this restrictive treatment to situations 
_ of appreciated inventory. The old loop- 


holes permitted a taxpayer to change 
an ordinary income from appreciated 
inventory or from operations into a 
capital gain on shares of corporation 
stock. The 1950 Act and now the 1951 
Act, in an additional area, treat the 
gain as ordinary gain rather than capi- 
tal gain. Ordinary corporation liqui- 
dations are still excepted from this 


restriction by the provisions of Section 


117 (m) (3). Taxable years ending 
after August 31, 1951, and gains on the 
sale of stock realized after that date 
are covered by the new subsection. 


“S‘pin-off” Stock- 


reorganizations. 


holders may receive tax-free the stock 


of a corporation organized to take over 
property of a corporation of which 
they are shareholders. In the past this 
was handled as an ordinary taxable 
dividend to the extent of the fair value 
of such shares received, if the share- 
holders surrendered none of their 
shares. Now the basis of the shares 
received and the shares originally held 
in the corporation which distributed 
the second corporation’s shares is, in 
total, the basis of the original shares. 
The basis must then be prorated as is 
done now in the case of a tax-free divi- 
dend. 


THE REVENUE ACT OF 1951 


23 


The benefits of this subsection will 
not be available, however, if any cor- 
poration a party to the reorganization 
is not intended to continue active op- 
erations in trade or business or if the 
corporation whose shares are distrib- 
uted was intended principally as a 
device for distributing earnings and 
profits of any corporation a party to 
the reorganization. The amendments 
made by this section shall be applicable 
with respect to taxable years ending 
after the date of the enactment of this 
Act, but shall apply only with respect 
to distributions of stock made after 
such date. 

The following illustration describes 
a “spin-off” reorganization: 


Corp. A. Property 
————> Corp. B. 
B Stock 
| anna 
(B Stock) 


A Shareholders 


This differs from -a “split-off’ be- 
cause the A shareholders surrender no 
A Corporation shares. According to 
some decisions, “‘split-offs” did not re- 
sult in taxable income to the share- 
holders under the old law. However, 
the “spin-off” illustrated above did 
result in taxable income to the share- 
holders under the old law but does not 
under the 1951 Act. 

It also differs from a “split-up,” in 
which a corporation (a) exchanges all 
of its assets for shares of two or more 
corporations, (b) distributes the shares 
to its own shareholders in exchange 
for its own shares, and (c) then dis- 
solves. “‘Split-offs” and “split-ups’” are 
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similar and are distinguished by sur- 
render of shares by the shareholders. 

This new provision is applicable to 
taxable years ending after the enact- 
ment of the 1951 Act and is limited to 
distributions of shares made after that 
date. 


Miscellaneous Relief Provisions 


United States citizens residents of or 
present in a foreign country or coun- 
tries. Two important changes.are made. 
First, a bona fide foreign resident may 
exclude earned income from foreign 
sources (but not amounts received from 
the United States or its agencies) for 
the time subsequent to the.date. when 
he becomes a foreign resident, provided 
he is a bona fide resident of a foreign 
country or countries for an uninter- 
rupted period which includes an entire 
taxable year. Formerly, he had to be a 
foreign resident for an entire year to 
obtain the exclusion. Second, an en- 
tirely new exclusion is provided for. A 
United States citizen who is not a bona 
fide resident of a foreign country or 
countries may take advantage of the 
same exclusion already discussed if he 
is present physically in a foreign coun- 
try or countries for a total of at least 
510 full days during a period of 18 
months or more. If he qualifies, he may 
exclude his earned income from foreign 
sources for such 18-month period and 
file a claim for a refund. 

Deductions related to such excluded 
income may not be taken. On exempt 
wages paid after December 31, 1951, 
there shall be no withholding of taxes. 
Also there shall be no withholding of 
United States tax if wages (other than 
those paid by the United States or one 


of its agencies) have been subjected 
to foreign withholding taxes. The ex- 
tension of this exclusion is effective for _ 
taxable years beginning after December _ 


31; 1950) 


Exemption for dependent. The rules 
have not changed except that the — 
claimed dependent may have up to ~ 
$600 of taxable gross income, instead 
of up to $500, and still qualify as a 
dependent. The change applies to tax- 
able years starting after December 31, 
1950. 


Election to change to joint return. 
Married taxpayers may change their 
election from separate returns to a joint 
return (but not in the other direction) 
any time prior to the expiration of the 
statute of limitations. This privilege is 
hedged around by several detailed re- 
strictions. The old rule was that such 
an election was irrevocable for the tax- 
able year. This change is available for 
taxable years beginning after December 


a ep GCs 


Change in election to use the stand- 
ard deduction. Under the old law a 
decision as to using or not using the 
standard deduction was irrevocable 
after the due date for filing the return. 
The new law allows the taxpayer to 
change his election in either direction 
at any time before the statute of limi- 
tations has expired. Of course, since in 
separate returns married persons must 
both use the standard deduction or 
refrain from using it, a change in elec- 
tion by one spouse requires a change 
by the other also. This is a relief pro- 
vision, because formerly a taxpayer 
(a) who used actual deductions be- 
cause they exceeded the standard de- 
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duction could not change to the stand- 
ard deduction if the Bureau reduced 
his actual deductions below the stand- 
ard amount, and (b) a taxpayer who 
used the standard deduction and sub- 
‘sequently discovered additional actual 
deductions could not switch to the use 


4 


be effective for taxable years ending 
after June 24, 1950. There is a limit on 
the exemption in the case of commis- 
sioned personnel. 


Abatement of tax for certain irrev- 
ocable trusts. This section removes 


from taxation certain income accumu- 


of actual deductions. This revision ap- 
plies to taxable years starting after 
December 31, 1949. 


Medical expense deduction. For tax- 
able years beginning after December 
31, 1950, if the taxpayer or his spouse 
is 65 years of age or over before the 
close of the taxable year, the medical 
expenses of the taxpayer and his spouse 
are allowed without disallowing an 
amount equal to 5 percent of adjusted 
gross income. If neither the taxpayer 
nor his spouse is as old as 65 years of 
age, the old rule still applies. Under 
‘both the new and old rules, medical 
expenses for dependents are still sub- 
ject to the 5 percent disallowance. The 
maximum limitations still apply: they 
are $1,250 per exemption in the return, 
but not over $2,500 in a separate re- 
turn and $5,000 in a joint return. 


Exclusion of combat pay. The exclu- 
sion is extended two years to cover 
services performed in combat zones 
from June 25, 1950, to December 31, 
1953, inclusive. It covers pay for any 
month if any part thereof was spent in 
any hospital as a result of services in a 
combat zone, providing that in all of 
such a month there were combat activi- 
ties in some combat zone. Withholding- 
tax provisions are modified to reflect 
this exemption. Wages paid after No- 
vember 1, 1951, are affected for with- 
holding purposes; the exemption shall 


lated to an irrevocable trust on behalf 
of a beneficiary who died while in 
active service on or after December 7, 
1941, and before January 1, 1948. 


Forgiveness of tax—death in combat 
zone. If death occurred after June 24, 
1950, and before January 1, 1954, in a 
combat zone or from injuries received 
in a combat zone, tax is forgiven for 
the year of death and any prior taxable 
years ending on or after the first day 
the decedent was serving in a combat 
zone after June 24, 1950. Also all other 
income taxes for any other year re- 
maining unpaid at the date of death 
are forgiven. 

Taxpayers who may groan under the 
weight of new taxes can gain some 
comfort from the fact that the new law 
seeks to reduce loss of revenue from 
nonreported interest. Congress gave the 
Secretary of the Treasury power to 
require information returns for interest 
paid, regardless of the amount. He may 
require them of any taxpayer who has 
paid such interest, regardless of the 
type of obligation for which the inter- 
est is paid. Constructive as well as 
actual payments may be covered. The 
old rule required information returns 
on payments of $600 or more. It is 
interesting to note also that Congress 
removed the tax exemption from ex- 
pense allowances of the President, the 
Vice President, the Speaker of the 
House, and members of Congress. 


The Boom in Airline Passenger Traffic 


WILFRED CARSEL, Chief, Research and Analysis Branch 
and 
JESSE STERNBERGER, Transportation Economist 
Office of Airports, Civil Aeronautics Administration 


THE AIRLINE passenger business is one 
of the most booming areas in the econ- 
omy, and this growth will probably 
continue for most if not all of this dec- 
ade. During the year 1960 we should 
have about 40 million passengers riding 
the airlanes, or about 2% times the 
number in 1950. 


Solid Bases for Air Traffic Growth 


In a previous article in -the Illinois 
Business Review (“Aviation Is Growing 
Up,” August, 1951 issue), we described 
the solid bases, established jointly by 
the airline industry and the govern- 
mental for ~ the 
growth of airline traffic. During the 
last three and a half years the airlines 
widened their market area consider- 
ably. Route miles served by domestic 
airlines increased by 15 percent. The 
number of communities served jumped 
49 percent. The number of aircraft in 
service was increased from 878 to 
1,010, or 15 percent; and the increase 
in available 


aviation agencies, 


seat miles, caused by 
changes in the composition of the air 
fleet, increased by 47 percent. New 
lower-fare services were developed, 
particularly the air-coach operation, 
which began to tap the lower-income 
travel market. Air travel became safer 
and more reliable owing to better 
equipment, improved airports, and in- 
stallation of navigational aids. 

As a result of these developments in 
facilities and services, air passenger 


volume, after being relatively stable be- i 
tween 1946 and 1948, registered gains — 
of 15 percent annually during 1949 — 


and 1950. Even before the Korean ex- 
plosion and the advent of the mobiliza- 
tion program, it was clear that previ- 


ous forecasts used for planning by the} 
civil aviation agencies were extremely | 


conservative and would have to be re- 
vised upward considerably. 


Previous CAA Forecast of 1955 
Air Passenger Traffic 


The principal forecast of airline pas- 
senger traffic in use until recently has 
been that of 20 million air passengers 
for the year 1955. This forecast, made 


| 
| 
| 
| 
| 
| 
| 


| 


by the Civil Aeronautics Administra- — 


tion (CAA) in 1945, envisaged a quin- 
tupling of air traffic during the decade 
1946-1955 and was regarded by many 
as rather optimistic, to say the least. 
However, so rapidly has airline pas- 
senger travel grown that the forecast 
began to appear low even before the 
Korean development. There were a 
number of reasons for this, among 
them: 

1. It underestimated the national in- 
come in postwar years. It assumed a 
reasonably full employment economy 
with a national income ranging be- 
tween $135 and $188 billion. The post- 
war annual national income has been 
considerably in excess of the top of 
this range. 
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2. It did not anticipate extensive de- 
velopment of the feeder routes, which 


communities throughout the United 
States have shown that only a portion 


in 1951 accounted for over 1% million 
passengers. 

Moreover, this forecast stated spe- 
cifically that “On the whole, the CAA 
feels that its predictions of air carrier 
operations expansion are so conserva- 
tive that they may well be realized in 
5 or 6 years, instead of 10.” 


Estimated Airline Passengers 
During 1951 


Obviously, the 1945 forecast also as- 
sumed a peacetime economy. The 


transition to a defense economy has in 
consequence drastically altered the po- 
sition of airline passenger travel. The 
impact of the mobilization program be- 
gan to be felt in December, 1950, when 
the number of airline passengers in- 
creased 45 percent over the previous 
December. During the first half of 1951 
the air passenger traffic increased 37 
percent over the same period in 1950. 
This rate of increase was slowed down 
somewhat during the second half of 
the year because of equipment short- 
ages along many of the principal air- 
line route segments, but this period 
witnessed the highest monthly air pas- 
senger traffic ever attained in the 
United States. Thus the total number 
of airline passengers for the year 1951 
approximated 23 million, about 32 per- 
cent over 1950, and about 15 percent 
more than the 20 million previously 
forecasted for 1955! 


Improvements in Facilities, Services, 
and Equipment During the Fifties 


Our evaluations of air transportation 
performance and potential in various 


of the potential airline passenger traf- 
fic has been tapped in previous years. 
The tremendous growth in airline traf- 
fic during the years 1948 to 1951 came 
about despite such deterrents in many 
communities as indirect connections, 
lack of connections to important cen- 
ters, infrequent or inopportune sched- 
ules, and multiple enroute stopovers. 
The ensuing decade will witness con- 
solidations and mergers of airlines and 
a strengthening as well as an expan- 
sion of the route networks. Travel time 
between many points will be cut by 
faster equipment and more direct 
travel lanes. Schedules will probably 
be more frequent and better geared 
timewise to potential traffic. 

A greater proportion of the traffic 
potential will become effectuated in a 
number of communities by improve- 
ment of airport facilities, such as locat- 
ing airports closer to the centers of pop- 
ulation in the service area, reducing 
ground time between the center of the 
city and the airport, providing airports 
adequate for airline service at smaller 
certificated stations, and _ installing 
more and newer navigational aids. The 
number of air passengers should also be 
augmented by an increase in the num- 
ber of operating stations (including 
activating most of the present 135 
certificated but nonoperating stops, 
which include more than 20 percent of 
all certificated stations at the present 
time). 

Services now in process of develop- 
ment should have an appreciable effect 
on air travel growth in the next dec- 


ade. The low-fare air-coach service 
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should boom during this period. Up to 
the present the infant air-coach service 
has been on an experimental basis and 
has been limited to selected routes, 
serving only 33 cities, and to off-hour 
or night-time operations. With the 
Civil Aeronautics Board now urging 
more extensive coach service develop- 
ment, the carriers may be expected 
both to widen the area served by air 
coach and to introduce a considerable 
number of daytime air-coach schedules. 
Moreover, it is expected that air-coach 
rates will generally go below four cents 
a passenger mile, or less than first-class 
railroad rates. Similarly, the air taxi 
operators’ service now in process of 
organization will supplement scheduled 
certificated 
points and will furnish air transporta- 
tion facilities to non-certificated points. 

Changes in the character of the air- 
line fleet, noted previously, are being 
accelerated by present developments in 
military and civil aviation. The trunk 
carriers are continuing to shift from 
2-engine to 4-engine equipment, sup- 
plemented by more modern twin-en- 
gine aircraft with greater speed and 
seating capacity. Jet and turbo-prop 
transportation will probably be intro- 
duced before the end of the decade. 
Should the helicopter, which has been 
developed to such a point that its use 
in commercial air passenger travel is 
apparently on the verge of realization, 
fulfill expectations even partially, the 
short-range travel market will be 
tapped for the first time by air trans- 
portation. The impact of the helicopter 
will probably be felt most strongly 
along short route segments between 
major cities in densely populated areas. 
For example, such cities along the At- 


airline service between 


lantic coast as Philadelphia and Balti- 
more, which are too close to other 
large centers of population to generate 
high per capita passenger traffic under 
present vehicle and landing area condi- 
tions, would experience a sharp rise in 
air passenger traffic with the inaugura- 
tion of real short-haul air passenger 
service. More immediately, helicopter 
already being definitely 


planned for intracity travel in a num- 


service is 


ber of large metropolitan areas, the 
latest development being five-year au- 
thorizations by the Civil Aeronautics 
Board to Los Angeles Airways, Inc., 
and to New York Airways, Inc., to 
conduct such service in the Los An- 
and New York metropolitan 
areas, respectively. 
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Estimate of Airline Passengers 


During 1960 


In addition to the improvements in 
facilities, equipment, and services on 
the horizon, air transportation will 
benefit from the probable develop- 
ments in the national economy during 
this decade. It must be borne in mind 
that the American economy was in a 
state of healthy expansion before Korea 
and the beginning of the present de- 
fense program. Unlike the situation ten 
years ago, the present defense program 
is being superimposed upon an econ- 
omy already in high gear. National 
policies are being formulated and car- 
ried out in terms of an economy which 
would be capable of sustaining both 
preparedness for defense and produc- 
tion of sufficient goods for the civilian 
market. According to the Office of De- 
fense Mobilization and the Council of 
Economic Advisers, the defense pro- 
gram should attain the desired level by 
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GROWTH TRENDS OF AIRLINE PASSENGERS 


NUMBER OF PASSENGERS (MILLIONS) 


1945 46 47 48 49 50 SI 


1955 


1960 


YEARS 


mid-1955. Expansion of production of 
civilian goods after the middle of the 
decade will insure a further growth in 
the economy for the ensuing three or 
four years. It is estimated that the 
national income (in terms of prices for 
the last quarter of 1950) will increase 
to about $375 billion by 1955 and, at a 
slower rate of growth thereafter, to ap- 
proximately $400 billion by 1960. Ac- 
cording to the Bureau of the Census, 
the population of the United States 
will increase during the decade to at 
least 168,933,000, a numerical increase 
of approximately 18,200,000 over 1950. 

Historically, intercity passenger travel 
has been doubling every 20 to 25 years. 
Between 1929 and 1949, for example, 
intercity passenger travel (including 
travel by rail, bus, and automobile) 
increased by 93 percent. Intercity pas- 
senger miles for trips over 50 miles in- 


CAA OFFICE OF AIRPORTS 
AIRPORT PLANNING DIVISION 


creased by 85 percent during this 
period. This has been at a rate con- 
siderably faster than population growth 
(23 percent from 1929 to 1949) and 
somewhat above the increase in real 
national income (83.7 percent). This 
trend is of long-time duration and there 
is no reason to assume that it will 
change. On the contrary, the increasing 
unification and integration of the na- 
tional economy and the increasing 
mutuality of social, family, cultural, 
and recreational interests among the 
various sections of the country assure a 
continuation of this trend. 

Air passenger traffic has of course be- 
come an increasing portion of total in- 
tercity traffic; its share has gone up 
four to five times during the past six 
years. What is more important is that 
at the present time airline passenger 
miles still constitute only about 2.2 per- 
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cent of all intercity passenger miles and 
only about 4.4 percent of intercity pas- 
senger miles for trips longer than 50 
miles. Thus there is no lack of room 
for expansion of air travel. We can 
expect, at the least, that airline pene- 
tration into the total intercity travel 
market will increase by 50 percent dur- 
ing this decade, or to 6.6 percent of the 
total trips longer than 50 miles. 

The discussion indicates that air 
travel should continue to increase at 
least at the rate prevailing between 
1945 and 1951. The accompanying 
chart shows two estimates. Trend Line 
A is a projection based on the rate of 
growth between 1946 and 1950, which 
may be called peacetime years. This 
base eliminates the spectacular growth 
during 1951. Even if only this rate of 
growth is maintained there should be 
approximately 35,400,000 airline pas- 
sengers during 1960. The projection in 
Trend Line B is based on the inclusion 
of the air passenger traffic during the 
year 1951. if the rate between 1945 
and 1951 is maintained, we should have 
approximately 43,000,000 passengers 
during 1960. 

Should the defense program shift 
into lower gear and the economy fail to 
reach present anticipations by 1960, the 
growth pattern in airline passenger 
traffic will tend to shift from one re- 
sembling that in line B to one re- 
sembling that in line A. The resulting 


figure should be approximately 40,006,- 
000 airline passengers. 

We 
40,000,000 annual air passengers by the 
year 1960 is reasonably conservative. 
The limiting circumstance on _ the 
horizon is the possibility that the 


United States may again become en- ~ 


gulfed in global warfare. If the expe- 
rience of World War II is repeated, 
the growth of air travel may then be 
sharply curtailed because of lack of 
equipment during the period of large- 
scale hostilities. The figure of 40,000,- 
000 would be reached by an annual 
average increment of just slightly over 
two million a year, starting with 1950 
as a base (the annual increment in 
1948-1949 and 1949-1950, before the 
impact of the present defense pro- 
gram). To put it another way, this 
figure would be reached by an average 
annual increase of about 8% percent a 
year starting with 1950 as a base (or of 
about 6% percent starting with 1951), 
in contrast with the 15 percent increase 
annually in 1949 and 1950. 

The estimate of 40,000,000 passen- 
gers by 1960 means that airline pas- 
senger traffic will more than double 
during the decade. A growth of this 
magnitude will of course profoundly 
affect airline and airport managements 
and governmental aviation agencies. 
Even more than in the 40’s aviation 
is a coming business. 


believe that the estimate of © 
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Our Financial Health at the Outset of Four Wars 


Donatp L. KEMMERER 
Professor of Economics, University of Illinois 


FOR THE fourth time in a century we 
face a major war or its equivalent. The 
cost of modern wars is tremendous. The 
previous three consumed from a fourth 
to a half of the national income at the 
time they were waged and another 
would take at least as much. How shall 
we pay for such a war if it materializes 
or how shall we pay for the very costly 
defense program if we somehow avoid 
major hostilities? What effect will all 
this have on our standard of living? An 
analysis of three previous wars — the 
Civil War and World Wars I and II — 
may suggest some of the answers.* 

The people waging it pay the direct 
cost of any war. They can expend only 
present bombs, equipment, and person- 
nel. They cannot foist the cost on 
future generations, at least not in the 
collective sense. After the war taxpay- 
ers may pay heavier taxes, but bond- 
holders and pensioners receive these 
funds. Thus, if the people waging a 
war must bear its cost, they should do 
so as efficiently as possible. They should 
learn from the experience of the past 
what way is likely to be least efficient 
and what way most efficient. In choos- 
ing a method of financing, they should 
also take careful note of changed con- 


1 At the December, 1951, meeting of the 
American Economic Association in Boston, 
I discovered that Professor Milton Friedman, 
of the University of Chicago, had been in- 
dependently working on a study resembling 
this one. In a number of respects our con- 
clusions are very similar. His paper will 
appear this summer in the Papers and Pro- 
ceedings of the 64th Annual Meeting of the 
American Economic Association. 


ditions. Are their strengths and weak- 
nesses at the outset of this war the same 
as their strengths and weaknesses at the 
outset of past wars? 

The success of the financing of a war 
may be measured by the extent to 
which inflation has been curbed. Put 
another way, the greater the inflation, 
the poorer the financing. The less in- 
flation there is, the less likely are the 
nation’s economy and the _people’s 
standard of living to be disturbed dur- 
ing and after the war. 


Three Basic Ways of Paying for Wars 


The direct financing of a war can be 
met by any of three ways, or by a 
combination of them. These are tax- 
ation, borrowing, and creating money 
(including demand deposits or check- 
ing accounts). The cost of a major war 
is so great that all three methods have 
to be used. Undoubtedly all will be 
used again this time. The question is 
whether most of the money will come 
from taxation, or most from borrowing, 
or most from creating money. What 
proportions will be obtained by each 
method? Taxation, borrowing, and cre- 
ating money are desirable and yet pain- 
ful in just that order. All three may 
lead to inflation (noticeably rising 
prices), but creating money is by far 
the most likely to do so. Let us see why. 

Taxation normally diverts civilian 
dollars from peacetime to military uses, 
and thus slows the price rise of civilian 
goods. But if taxes become unduly high, 
say over 25 percent, some unions and 
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other organized groups use the excuse 
that since higher taxes have cut down 
their “take-home pay,” they must de- 
mand higher wages. When granted, 
these lead to higher prices. Very high 


be) 


taxes can also curb people’s incentives 
to work, thus cutting production and 
stimulating inflation. Generally, how- 
ever, the advantages of taxation. far 
outweigh its disadvantages. 

Borrowing has provided the govern- 
ment with most of its funds in past 
wars. When the government borrows 
existing savings, it diverts 
spending power from peacetime uses to 
war purposes. But if it borrows future 


civilian 


savings, then, until they materialize, the 
money created to buy government 
bonds is so much more money coming 
into circulation. In the latter case, the 
degree of inflation depends in large 
part on the extent to which the nation’s 
resources, capital, and labor were being 
employed. The more fully they were 
employed, the more likely is inflation 
to result. 

Creating money in the sense of grind- 
ing out more bills on the printing 
presses has not figured as an important 
way of financing any American wars in 
the last century except that of the Con- 
federacy. We still create money to fi- 
nance wars, however; we simply do it 
in a more subtle fashion. The process 
is so roundabout that the Treasury and 
the bankers not only fool most of the 
public but occasionally fool themselves. 
Basically, what happens is that the gov- 
ernment borrows from the banks and 
takes checking accounts in payment. 
Most of the time the process is rather 
involved, but that is what it amounts 
to. The procedure is, of course, infla- 
tionary, because in practice checking 
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accounts are money just as much as 
dollar bills are. Such war-induced ac- 


counts are sometimes called “invisible | 


greenbacks.” Thus, most modern wars 


appear to be financed partly by taxa-_ 


tion and partly by borrowing and 
hardly at all by the creating of money. 


Yet actually some of the borrowing is — 


a subtle creating of money. To deter- 
mine in a rough way how much has 
been created, compare the demand de- 


posits in existence at the start and at 
1 


the finish of any war. To get a more} 
| 


refined estimate, make allowance for 
the increase or decrease in real national 
income, that is, in terms of dollars of 
some base year, say, 1926.7 (See Table 


1) 
Method of Analysis to Be Used 


Factors that most affect taxation at 
the start of a war are the national 
income, the tax system in operation, 
and the current tax burden. (See Table 
3 for these.) Once a war begins, the 
most noteworthy tax factor is the pro- 
portion of war costs financed by taxes. 

Background conditions affecting bor- 
rowing are the amount of Federal? and 
private debt in existence and the extent 
to which people are accustomed and 
willing to buy government bonds. (See 
Table 2 for these.) After the war is 
under way, the important points are: 
the extent to which the war is financed 
by bond sales, the interest rate, and the 


* Professor Friedman refines this one step 
further by endeavoring to distinguish be- 
tween gains from the creation of money ac- 
cruing to the government and those accru- 
ing to commercial banks. 

* Only Federal debt figures are used. Com- 
parable data on state and local debts before 
all four wars are not available. To the 
extent that they are available, they do not 
appreciably alter the picture. 
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} 
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degree to which bonds are sold to indi- 
viduals and nonbanking institutions 


rather than to banks. 


As for factors affecting the creation 
of money, a nation is monetarily strong 
before a war if it has a convertible gold 
standard or a bimetallic standard and 
if it has not experienced inflation for at 
least a generation. (See Table 1 for 
these.) Also, inflation is less likely to 
occur if the war is preceded by a period 
of unemployment and idle capital than 
if preceded by a period of full employ- 
ment and prosperity. During war, the 
less money and demand deposits cre- 
ated, the better; the more the central 
bank can keep credit expansion under 
the better; and the 
greater the increase in real national in- 


some control, 


come, the better. 

These are the considerations which 
will be used in analyzing three wars in 
our history and the background of a 
situation which might lead to a fourth 
and, in any event, will call for an ex- 
tremely costly defense program. 

Let us now examine the financial 
conditions existing at the start of these 
wars and also some details about the 
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three methods used in financing each 
of them. 

In analyzing the financing of each 
war we shall first examine the factors 
affecting taxation; second, those affect- 
ing borrowing; and third, those affect- 
ing money creation. 


Financial Conditions at the Outset 
of the Civil War 


The Civil War came at the end of 
two generations of industrial expan- 
sion. Most of this industrial growth 
took place in the North, for the South, 
where “cotton was king,” was almost 
completely agricultural. From the view- 
point of number of states, population, 
and railroad mileage, the North ac- 
counted for two-thirds of the country, 
and the South for only one-third. The 
North had to defeat the South because 
a mere stalemate would not bring the 
Confederacy back into the Union. The 
North thus had the more difficult task. 

Taxation. The national income of 
the North in 1859 was about $2.9 bil- 
lion but the dollar was worth more 
then. In terms of 1926 dollars and on a 
per capita basis, the average Northerner 


Table 1. Creation of Money in Four American Wars 


Item Civil War | World War I | World War II Present War 
Inconvertible Inconvertible 
Monetary standard........ Gold coin Gold coin gold bullion gold bullion 
Years since last inflation... . 46 52 21 3 
Was gold standard 
BMS DEMCCC cor oesia,ancnere ars Yes—1861-79 | Yes—1917-19 NOD Sel eee: 
Gross increase in demand nn é ee 
deposits and currency... .| $500 million $9.8 billion $54, billions | |e 
ipa , allowing for te 
beet 7 ee seni? $500 million $9 billion CS ile billions eis eee 
Percent of war cost paid 
BYP iin (6) 0 Crier, cael xe N72 30 JO Reamer a, oe alee 
Percent of increase in real fe 
Mational income........ 0 6 ty : ee : 
Unemployment before war No No es 
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had an income of $296. That is about 
one fourth of today’s average. Federal 
taxes, chiefly custom duties, absorbed 
less than 1% percent of the average 
person’s income. After the war got un- 
der way Congress levied additional im- 
port taxes. Internal revenue taxes, both 
excise and income taxes, also increased. 
By the end of the war the North was 
paying for about a quarter of the direct 
cost of the war out of taxes. Yet the 
ratio of taxes to national income for the 
four years of the war was only 4 per- 
cent; (See Table 3.) 

Borrowing. When the war began, the 
Federal debt was about $3 per capita. 
A generation before, the government 
had been debt-free. If there were no 
debts to speak of, there was also no 
tradition of bond buying on the part of 
the public. At first people were reluc- 
tant to buy bonds, and this reluctance 
was strengthened by a series of South- 
ern military victories. Thanks to the 
imagination, energy, and organizing 
ability of a Philadelphia banker named 
Jay Cooke, a tradition of bond buying 
by the public was established. To make 


the bonds attractive, they were made. 


purchasable with depreciated paper 
money called “greenbacks,” but ,the in- 
terest and principal were payable in 
gold. Cooke organized a corps of some 
5,000 salesmen who sold bonds from 
door to door. The nation met about 70 
percent of the cost of the war by the 
sale of bonds. Professor Wesley C. 
Mitchell later estimated, however, that 
the use of “greenbacks” increased the 
cost of the war by about $600 million. 
At the end of the war the Federal debt 
was $75 per person, which was quite a 


burden at the time. (See Table 2.) 


| 
| 


Creating money. The nation was | 
legally on a bimetallic standard in- 
1860, but actually it was on a gold | 
standard. Although some gold coins 
and subsidiary silver coins circulated, 
most of the hand-to-hand money con- 
sisted of the bank notes of 1,600 banks. | 
A sizable proportion of these circulated — 
at a discount, and counterfeiting was 
also a serious problem. The National _ 
Banking System, designed to provide — 
the nation with bank notes acceptable _ 
at par everywhere, was inaugurated; 
during the war, but it had little influ- — 
ence immediately. Demand deposits or 
checking accounts were growing in pop- 
ularity in the larger eastern towns and 
cities, but this method of payment did 
not overshadow cash payments until 
well after the war. There was no cen- 
tral bank to exercise a restraining influ- 
ence on the expansion of bank notes or 
of demand deposits. 

The bank notes in circulation in- 
creased during the war, and demand 
deposits grew also. Most important, 
however, was the increase in the govy- 
ernment’s paper money issues. These 
drove the nation off the gold standard 
late in 1861, and it remained off until 
1879. Altogether some $431 millions of 
“greenbacks” were issued. The per 
capita supply of hand-to-hand currency 
almost doubled. Fortunately there had 
been no eras of inflation in the recent 
past, and the public was not inflation- 
minded. This probably slowed the rise 
in the price level. Approximately 12 
percent of the cost of the war was paid 
by creating money. (See Table 1.) 

Our knowledge of production and 
unemployment just before the Civil 
War is vague at best. In general, this 
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was a period of economic growth. The 
depression of 1857 had been short- 


lived and the country had entirely re- 
covered from it. There was virtually 
no increase in production as a whole 


_ during the Civil War. 


To sum up Civil War financing and 
inflation, the war was preceded by a 
long period of peace and growth, the 
Federal debt was small, taxes had been 
light, and the monetary system was 
mediocre in quality. Only such favor- 
able conditions explain the fact that 
the four-year Civil War produced only 
a 70 percent increase in the cost-of- 


living index in the North. (See Table 


4.) 


Financial Conditions at the Outset 
of World War I 


World War I, like the Civil War, 
took place at the end of two genera- 
tions of tremendous industrial expan- 
sion, virtually uninterrupted by war. 
The Spanish-American war was of 
little significance. 


Taxation. The national income in 
1916 was about $40 billion. On a per 
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capita basis in terms of 1926 dollars 
this was about $627. Federal taxes 
were small and consisted of excise taxes 
and import duties. The income tax 
amendment had just been adopted in 
1913, but the income taxes were light 
until the United States entered the war 
in 1917. By 1918 income taxes were 
bringing in $2.8 billion, and the levies 
in the top brackets were at 50 percent. 
The ratio of taxes to national income 
was slightly higher this time — about 
wed percent. (See. @able 3:) 


Borrowing. The government con- 
ducted the sale of war bonds on a 
grand scale in World War I. The nation 
was in a position to carry a large Fed- 
eral debt. In 1916 the Federal debt 
was $1.2 billion, scarcely any burden at 
all. Private debt amounted to the siz- 
able total of $77 billion, however. As 
before the Civil War, there was not a 
tradition of government-security buying 
among the public. That had to be fos- 
tered, and it was fostered. Four highly 
publicized Liberty Loan campaigns and 
a Victory Loan campaign after the 
Armistice raised over $20 billion. The 


Table 2. Borrowing in Four American Wars 


Item 


Civil War 


World War I 


World War II 


Present War 


Federal debt before war... . 

Per capita Federal debt 
MecIOLe Wal... . oi... esse: 

Private debt before war... . 


Total public bond sales... . 
Interest rate on bonds..... 
Special terms on bonds... . 


Percent of war cost paid 


by bonds 


Federal debt at end of war.. 
Per capita Federal debt at 
Mend of war........+.++- 


$65 million 
$3 


n.a. 
$2.6 billion 


5-6% 
Repaid in gold 


70 
$2.7 billion 


$75 


$1.2 billion 


$12 
$77 billion 


$21.4 billion 
3.5-4.75% 


None 


50 
$25.5 billion 


$240 


$43 billion 


$333 
$126 billion 


$157 billion 
1.5-2.9% 
Market 
supported 


50 
$259 billion 


$1,850 


$255 billion 


$1,667 
$197 billion 
(1948) 


n.a. Not available. 
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interest paid on these bonds ranged 
from 3.5) percent’ to 4,75" percent, st 
the end of the war, the Federal debt 
was $240 per capita. (See Table 2.) 
This debt was half the national in- 
come and was considered an immense 
burden at the time, although some 
European nations had debts double 
their national incomes. 

Creating money. From a monetary 
standpoint also, the country was in 
excellent condition at the start of 
World War I. A gold coin standard 
was in good working order. No eras of 
noticeable inflation had occurred since 
Civil War days, although the price 
level had been creeping upward since 
1896. The public, therefore, was not 
susceptible to fears of inflation. The 
banking system had just been over- 
hauled, and the country had a fine 
modern central bank. This was the 
Federal Reserve System, which began 
operations in November of 1914. This 
time the Treasury issued no “green- 
backs.” The government used a more 
subtle device for increasing the money 
supply. With the help of the Federal 
Reserve System the banks increased 
their total of demand deposits from 
about $10 billion in 1914 to about $20 
billion in 1920. (See Table 1.) These 
were sometimes called “invisible green- 
backs.” The country slipped quietly off 
the gold standard in 1917 and slipped 
as quietly back on again in 1919. We 
had no difficulty in returning to the 
gold standard, because our price level 
had risen less than that of any other 
major nation. 

Production was at a high level in 
1916 and increased only modestly dur- 
ing the war period. Greater increases 
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in production would have reduced the 
inflation. 

To sum up, the war was preceded by — 
a long period of extraordinary growth 
amid conditions of peace, the Federal 
debt was small, taxes were light, a fine 
new tax system had just been installed, 
the monetary system was in excellent 


| 
| 


shape, and the banking system had just © 


been overhauled. Under such nearly 


ideal conditions, it seems a little sur-_ 
prising that the Bureau of Labor Sta-_ 


tistics’ cost-of-living index 
doubled between 1914 and 1920. (See 


almost} 


| 
| 


Table 4.) Probably part of the ex-_ 
planation lies in the fact that we were | 


extremely slow in preparing for the | 


war, 


despite ample warning. Then — 


when war came, we had to make a tre- | 


mendous effort in a short space of 
time and had little surplus in the way 
of men, capital, and resources upon 
which to draw. 


Financial Conditions at the Outset 
of World War II 


World War II was preceded by a 
decade of depression. From the stand- 
point of financing the war with a 
minimum of inflation, this had advan- 
tages. On the other hand, World War 
II was more of a global conflict than 
its predecessor. We were actually fight- 
ing two militarily powerful nations 
simultaneously in opposite parts of the 
world. As in the Civil War days, we 
were committed to a policy of “uncon- 
ditional surrender” and the conflict 
lasted four years. 


Taxation. In 1940 the national in- 
come was $75 billion. In terms of 1926 
dollars and on a per capita basis, the 
average person had an income of $694. 


a 


_ Per capita income before 
_ Federal expenditures at 


_ Per capita Federal taxes at 
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Table 3. Taxation in Four American Wars 


Civil War 


Item 


World War I 


World War II | Present War 


National income before war $2.9 billion 


war in 1926 dollars...... $296 


StabtiOl Wal... fs. shen « $56 million 


start of war, current $... $1.80 
Percent of war cost paid 

WD MEARES OS cn Seeslen, vie ae slap 18 
Percent of taxes to national 

income during war...... 4 


$512 million 


$40 billion $75 billion $250 billion 


$627 $694 


$9.2 billion 


$1,125 
$45 billion 


$5.00 $40.00 $250.00 
20 AQF 5 ik. Uaeeree 
aes TB 29 PN Mawes 


That was only a little better than be- 
fore World War I. Although the in- 
come tax was now important, as late 
as 1940 income taxes on individuals 
yielded the Federal government only 
about $1 billion, and income taxes on 
corporations yielded about the same. 
The budget had been unbalanced for 
almost a decade. As soon as the United 
States entered the war, Congress in- 
creased income taxes, at first moder- 
ately and then drastically, so that by 
1945 income and excess profits taxes 
were providing $35 billion. Excise taxes 
were also hiked. The ratio of taxes to 
national income was 18 percent, which 
was much higher than in any previous 


“war. (See Table 3.) 


Borrowing. For the first time in our 
history, we had a sizable Federal debt 
at the outset of a major war, amount- 
ing to $43 billion in 1940. Congress was 
so concerned that it had put a “ceiling” 
on the Federal debt. This debt was 
more burdensome relative to average 
income than the debt after World War 
I had been. Fortunately there was more 
of a bond-buying tradition among the 
American people than ever before, 
thanks to the habits of World War I 
and to the stock market experience of 


the 1920’s. People were favorably in- 
clined toward government bonds be- 
cause of the unhappy aspects of the 
stock market experience and also be- 
cause government bonds were such an 
excellent investment during the de- 
pressed 1930’s. On the other hand, 
some people were deterred by the low 
interest rates — about 2 percent — and 
some with long memories recalled that 
after World War I Liberty bonds had 
sold in the low 80’s. Something had to 
be done to compensate for these dis- 
advantages. Not only did the govern- 
ment guarantee the principal of its 
bonds at maturity, but also, by having 
the Federal Reserve System support the 
bond market, it guaranteed them before 
maturity. 

Eight war loan drives brought in $157 
billion during World War II. These 
drives were much larger than the 
Liberty Loan drives of World War I. 
By the end of the war, nearly every- 
one had some money invested in gov- 
ernment war bonds. Within a few 
months of the end of the war, the 
Federal debt was estimated at $1,850 
per capita. For the first time in our 
history we had a Federal debt greater 
than our national income. (See Table 
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2.) Our debt situation was similar to 
that of England, France, and Italy 
after World War I. All three of these 
countries had experienced considerable 
difficulty at that time in preserving the 
value of their monetary units. Our 
prices continued to rise for over three 
years after World War II ended. 


Creating money. The nation was on 
a qualified gold bullion standard at the 
start of World War II. Although we 
had greater gold reserves than ever be- 
fore in our history, our money was not 
convertible into gold domestically. It 
was such a weak standard — so little 
better than a paper standard — that we 
did not have to abandon it under the 
stresses of war. 

There were probably some latent in- 
flationary pressures in our monetary 
system even before the war began, and 
there were even more later. The deval- 
uation of 1934 had been undertaken 
with the idea of raising the price level 
by about 70 percent. It was a mistake 
to assume, as some did, that this rise 
would take place quickly, although de- 
valuation should raise prices consider- 
ably over a period of time. Yet, as late 
as 1940, the cost-of-living index had 
risen only a few percentage points. One 
common explanation for this was the 
much slower turnover of money. If this 
explanation was right, then the faster 
turnover of money, that is, more busi- 
ness activity due to the war, should 
have produced an increase in the price 
level. 

By 1940 there was nothing to stop 
this expansion. The commercial banks 
of the country had tremendous excess 
reserves and were able and willing to 
lend to business, which was anxious to 
borrow to fill numerous war orders. 


CURRENT ECONOMIC COMMENT 


The Federal Reserve System was in no 
position to prevent their doing so. 
Legal reserve requirements were near 
their maximum and open-market sell- 
ing operations were inconsistent with 
the Treasury’s policy of maintaining 
bond prices. It is not surprising, there- 


fore, that business increased its bor- — 


rowings and prices rose. 

The Federal Reserve System in this 
war, as in World War I, concerned 
itself primarily with helping the Treas- 
ury finance the war as easily as pos- 
sible. It took care that banks had ample 
reserves for war loans. It also added 
about $20 billion of government securi- 
ties to its own portfolios during the 
war. True, these were not bought 
directly from the Treasury, but the 
results were much the same in the long 
run as if they had been. 

The commercial banks also con- 
tributed toward the inflation. In 1942 
they bought about half of the bonds 
offered in the war loan drives. After 
1942, banks were limited to short-term 


securities and to market purchases of | 


bonds maturing in less than ten years. 
This slowed and complicated the basic 


process of swapping checking accounts | 


for bonds, but did not alter it. Demand 
deposits doubled between December, 


1941, and December, 1945. Currency | 


outside banks increased even more 
sharply. Although not all these factors 
may be regarded as inflationary, since 
production also grew in this period, 
some of them were. At least 10 percent 
of the cost of the war was paid by 
creating money in this fashion. (See 
Table 1.) 

In contrast to the two previous wars, 
per capita production had declined 
very materially in the years before the 


ses 
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_ war. Between 1899 and 1929 total pro- 
duction increased 33 percent every 
decade, but in the depressed 1930's it 
increased hardly at all. As late as 
January of 1940 there were eleven 
million persons unemployed. Thus 
_ there was a tremendous unused reserve 
of manpower in the economy. It is an 
ill wind that blows no one good, how- 
ever, and probably the depression of 
the 1930’s helped to limit the inflation 
in the 1940’s. 

Thanks to this manpower reserve 
and to previously undeveloped tech- 
nological methods, the nation’s pro- 
duction made up for lost time. Between 
1941 and 1945 national income, in 
terms of 1926 dollars, increased almost 
one half. This contributed greatly 
towards restraining inflation. 

Inflation was also checked by the 
government’s price-fixing program op- 
erated by the Office of Price Adminis- 
tration (OPA), which was fairly 
effective between 1942 and 1945. It 
might have been more effective had it 
been instituted earlier. Between 1940 
and 1948 the cost-of-living index in- 
creased about 70 percent. (See Table 
aa 

Fee sum up, a decade of depression 
and unemployment preceded the war, 
the Federal debt was sizable but taxes 
were not heavy, the monetary system 
was mediocre, the price-raising effects 
of the 1934 devaluation had scarcely 
been felt, and the Federal Reserve 
System was not in a position to curb 
credit expansion and control inflation 
even if it had been so minded. The war 
was long and tremendously costly. That 
there was not more inflation may be 
attributed largely to the reservoir of 
unemployed labor and equipment at 


the outset of hostilities, the phenomenal 
increase in production achieved during 
the war, and the price control program. 


Present Financial Conditions 
The central question at present is 
whether there is to be a World War 
III. In any event, defense preparations 
are being undertaken on a scale almost 


‘typical of war. Defense expenditures 


are rising every month and are ex- 
pected to reach a $62-billion rate by 
1952-53. Although fewer persons an- 
ticipate actual war now than did a 
few months ago, war is a real pos- 
sibility. New York and other large cities 
have made preparations for atomic 
bomb attacks. All this is happening 
just a few short years after the close of 
World War II in a world that is weary 
of war and sophisticated in the meth- 
ods of financing wars. It is happening 
in this nation after seven years of 
peace, prosperity, and virtually full em- 
ployment. How are these and other 
conditions and attitudes likely to affect 
the financing of such a war or of the 
costly defense program? Again let us 
look at the situation in the terms of the 
three methods of war financing. 

Taxation. The national income (per- 
sonal income) is about $251 billion. 
Reduced to 1926 dollars this a per 
capita income of about $1,125. That is 
approximately the average for the pe- 
riod of World War II as a whole. Fed- 
eral taxes in the past year took about 
20 percent of the personal income. 
‘That is more than taxes took, on the 
average, throughout World War II, 
and we are not actually in a third 
world war. (See Table 3.) 

At the start of World War II about 
6 percent of the population paid in- 
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Table 4. Statistics on Four American Wars 


Yr 


Item’ Civil War World War I | World War II | Present War 
WatesxOlswar wer srerok oes 1861-65 1917-19 1941-45 1950- 
Duration in months....... 48 19 Asie ol) eee 
American population at 

start of war (millions)... D2, 102 131 iil 


@ostofiwara Girectia--. ss $4 billion 


Percent of war cost to 


$26 billion $330 billion 


Mationalancome) ee... 27 25 AG. al eae 
Percent of rise in cost-of- 

diva saad exe ve eneie 70 (1865) 85 (1920) POCI4ASI Ah yee 
Percent of rise in wholesale 

TOG ORIG OX amet ceer tent ay 174 LbS Wl eae 


come taxes, but today 33 percent are 
subject to income tax. Only children, 
other dependents, and the very poor 
are exempt. The government now taxes 
large individual incomes up to 85 per- 
cent. Corporation taxes have also been 
increased. Since corporation profits less 
taxes amounted to only $18 billion in 
1951, 


viously come largely from excise taxes 
y gely 3 


additional revenues must ob- 
sales taxes, and broadening of the in- 
come tax base. This war or war threat 
seems likely to tax the average man’s 
pocketbook until it really hurts, more 
than any other emergency we have 
ever encountered. 


Borrowing. If the government tries 
to finance the war or defense program 
by borrowing, it will also encofinter 
greater difficulties “than before. The 
Federal debt is $260 billion, or $1,700 
per person. The private debt is almost 
an equal amount. About half the earn- 
ing assets of all commercial banks con- 
sist of government securities. A quarter 
of the assets of all life insurance com- 
panies are in government securities. 
The ten-year savings bonds, or E bonds, 
which were sold to millions of persons 
in the 1940’s, are coming due in the 
next few years. Many persons are 


awakening to the fact that the dollars 
they are getting back are worth only 
50 or 60 percent as much as the dollars 
they put in. That fact is not an induce- 
ment to repeat the process. In 1951 
more series E bonds were turned in 
than were purchased. 

The threat of inflation presses bond 
prices down. Until recently this forced 
the government to support the bond 
market and may force it to do so 
again. That method amounts to mone- 
tizing the debt, namely, exchanging old 
bonds for new money. A major portion 
of the Federal debt is short-term or is 
nearing maturity, so that large-scale 
refunding operations are constantly 
necessary. In brief, bond yields are still 
low in relation to the income return on 
stocks, and bonds do not protect the 
purchasers’ dollars from inflation. This 
makes it difficult for the government 
to use the financing method that has 
been most effective in all past wars. 

Creating money. We are left, then, 
with the third method of financing: 
creating money and credit. Are we in a 
healthy condition to use this way? We 
are still on a domestically inconvertible 
gold bullion standard. Such a standard 
is not calculated to instill much confi- 


i 


FINANCIAL HEALTH IN FOUR WARS 41 


Table 5. Increase in Real National Income, 1946-51 


Wear Current national Cost-of-living Real national 
income (billions) index® income (billions) 
DQG. & o's Rigi ieee a $180.3 139.5 $129.2 
GT 6 doko a eee ee ee ee 198.7 159.6 124.5 
DAG s o42.0.c Re Coe See aa 22205 171.9 130.0 
19) dla Ri eae Mee ae ee 216.7 170.2 iA) 
OED o'3 eb ea ee 239.0 171.9 139.0 
GONE. od OS Cas ieee an 275.8 185.6 148.6 


Source: Federal Reserve Bulletin, February, 1952, pp. 194, 196. 
* Bureau of Labor Statistics index for moderate income families in large cities. 1935-39 


average = 100. 


dence. The Federal Reserve System has 
several powerful credit control devices, 
but some it cannot use at all, and 
others it must use sparingly, lest it 
seriously disturb the government bond 
market. Most of the time the Federal 
Reserve has felt obliged to buy govern- 
ment securities when it should have 
been selling them. That is like pouring 
gasoline on a fire to put it out. 

The country still has a vivid memory 
of the World War II inflation and of 
the methods used to check it. To be 
effective, any new price controls will 
have to be much more sophisticated 
than those of 1942. Too many people 
will remember the last time. This is the 
first time in two centuries that we have 
had two major wars or their near 
equivalent in rapid succession. Al- 
though prices have been rising for a 
decade, many persons had consoled 
themselves with the belief that a post- 
war depression would send prices part 
way down again, as it did after World 
War I in 1920-21. Now a depression 
seems unlikely; instead there is to be 
another war, or a reasonable facsimile 
thereof, and more inflationary pressures. 

One of the greatest offsets to the 
World War II inflation was the 


inarked increase in production. That 
was possible because we had eleven 
million unemployed as late as January, 
1940, and much idle plant capacity. 
We simply added war production to 
peace production, leaving peace pro- 
duction largely unchanged, but increas- 
ing total production, alias national 
income, by one half. In contrast, today 
we have virtually full employment and 
many industries operating at near- 
capacity. Production in the United 
States has increased only modestly in 
the past five years. True, national in- 
come has gone up because wages and 
prices have gone up. Divide national 
income by cost-of-living indexes, how- 
ever, as is done in Table 5, and you 
will find that no great change has 
taken place. Thus, it seems unlikely 
that we shall be able to repeat the 
miracle of World War II. If we can- 
not do that again, then the impact of 
inflation will probably be so much the 
greater. 

In summary, the present finds the 
country war-weary and _ inflation-wise 
because of recent experience with 
World War II. Taxes are at war levels, 
the Federal debt is heavy, the banks 
are loaded with bonds and individuals 
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are growing suspicious of them, the 
monetary system is mediocre, and the 
Federal Reserve System is not in a 
good position to control inflation. With 
conditions of full employment at the 
outset of a possible war or at least of 
a costly military program, there seems 
little likelihood that production can be 
increased markedly. 


What May Be Expected 


Conditions at the outset of our three 
previous major wars have conspired to 
save the nation from really serious in- 
flation. In the Civil War and World 
War I there was ample room for tax 
increases, the Federal debt was small, 
people could be stimulated to buy 
bonds, the: monetary system. was in 
good condition, and there was no 
recent memory of inflation. In World 
War II, taxes were still not unduly 
heavy, bonds could be made attractive, 
the weaknesses of the monetary and 
banking system were not yet too appar- 
ent, the most recent memory was of 
deflation rather than inflation, and the 
nation had considerable idle plant 
capacity and unemployed manpower. 
As a result, the cost-of-living index rose 


¢ 


only about 70 to 85 percent in all these 
wars. (See Table 4.) 

This time, however, conditions seem 
to conspire to threaten the nation with 
more serious inflation. Taxes are al- 
ready high, and it will be difficult to 
push them higher. Our people and our 
institutions are loaded with govern- 
ment bonds. The bonds, with inflation 
in prospect, are not attractive. Current 
experience confirms that. We do not 
have a sound gold coin standard. The 
weaknesses of the Federal Reserve Sys- 
tem required drastic action last year 
and may require more attention later. 
People have become increasingly aware 
of the menace of inflation. Yet they are 
suspicious of price controls and so- 
phisticated in their evasion. Whether 
we enter a full-scale war or, more 
likely, proceed with a major rearma- 
ment program under full employment 
conditions, there seems little chance of 
offsetting inflationary pressures for long 
with increased productivity. Continued 
inflation appears very probable. Only 
the unwary will be misled by the short 
periods of mild decline that may inter- 
rupt the rising price trend in the years 
ahead. 


Job Rotation for Unskilled Labor 


Rutu MIner* 


IT Is common knowledge that work on 
_an assembly line is monotonous. There 


is evidence that it also causes fatigue 


_and other ill effects. Job rotation may 


provide a partial solution for these 
problems. The purpose of this article is 


_to describe the workings of a job rota- 


tion plan in operation in 1951 in the 
plant of a company whose product is 
nationally known.? 

Before going too deeply into specific 
details of the job rotation system, it 


“may be well to inquire why anyone 


would be interested in finding, cata- 
loguing, and studying such techniques 
as job rotation. To delve very far 
means going back and looking at the 
trends in factory production since the 
industrial revolution, and especially at 
assembly processes as they have evolved 
into what we have today. As is well 
known, the course of events has been a 


_long history of breaking away from the 


craftsman technique which, although it 
had served society well for several cen- 
turies, was utterly incapable of produc- 
ing the volume of goods demanded and 
used in modern times. The methods of 
modern mass production have been to 


* Miss Miner, now a second-year law stu- 
dent at the University of Chicago, has a 
degree in sociology from Knox College and 
received a master’s degree in political sci- 
ence, with emphasis on public adininistra- 
tion, from the University of Illinois last year. 
She was a member of the YMCA-YWCA 
“Students -In- Industry” Project, Pacific 
Southwest Region, for the summer of 1951. 

1 As a participant in the project studying 
industrial relations problems, the writer took 
an unskilled job as a regular employee in 
this plant without revealing her status as a 
student until the time of her resignation. 


specialize, segment, and break down 
into many small units the processes in- 
volved, so that instead of one person’s 
performing many jobs, he does only a 
little bit, performed many times over. 
That is the essence of the present-day 
factory method. 

At the same time that industrial 
methods were being evolved, unfortun- 
ate things were happening to people’s 
lives. The industrial revolution ushered 
in the sixteen- and eighteen-hour fac- 
tory day, child labor, and mere pit- 
tances for pay. Very slowly, partly as a 
consequence of general humanitarian 
instincts and partly because of the 
growth of labor unions, society worked 
itself out of these, so that we do not 
think of these nineteenth-century ills as 
characteristic of our laboring people 
today. Instead, we pride ourselves on 
such advances as the eight-hour day, 
the minimum wage, and plant safety. 
However, the repetitive motion, the 
screwing of a bolt a thousand times a 
day, still remains as the symbol, and in 
many cases the true picture, of the 
American industrial system. 

Should this fact that the repetitive- 
motion idea is the backbone of un- 
skilled-labor utilization in factories all 
over the country be deplored? There 
arc people who maintain that screwing 
the same bolt, day in and day out, 
does things to the factory worker’s per- 
sonality; that it puts to sleep certain of 
the higher analytical processes of his 
mind; that the worker ceases to do in- 
dependent thinking, sliding into pat- 
terns of acceptance, and then seeking 
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to escape from the monotony by what- 
ever means possible after the day’s 
work is over. If this is true, it has un- 
pleasant implications for the future 
political democracy of our nation, and 
for the mental health of our people as 
a whole. 

A great many remedies have been 
suggested to counteract the monotony 
of the assembly line. They have ranged 
from proposals for the better use of 
free time —the general approach of 
most social service and community 
chest agencies—to suggestions for mak- 
ing the job more “exciting,” such as 
airplane rides for aircraft workers, or 
more “meaningful,” such as plant tours 
to see the part each subassembly plays 
in the composition of the whole prod- 
uct. None of these attempts should be 
belittled or discouraged. However, only 
a few of the proposals have gone be- 
yond alleviation measures. Most of 
them have not struck at the core.” 

The job rotation system observed re- 
cently by the writer is one which has 
been in successful use for about ten 
years. Apparently it had sprung up 
spontaneously among the employees 
during World War II, when patriotism 
and governmental kept 
people at the same jobs, and was fos- 
tered by lenient and wise personnel 
policies. At any rate, the fact that girls 
voluntarily switched jobs when _ they 
were tired of doing the same thing has 
culminated in that plant in a full- 
blown and effective system of job rota- 


restrictions 


*Some excellent articles on job enlarge- 
ment have been published. For example, see 
an article by C. R. Walker in 28 Harvard 
Business Review 54-58 (May, 1950). Job 
enlargement is the reversal of the trend to- 
ward segmented, repetitive motion as the 
basic element of the manufacturing process. 
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tion. Furthermore, the company likes 
it. The plant foreman under whom the 
writer worked commented enthusias- 
tically, “Our girls are happier that way. 
We wouldn’t run our plant any other 
way!” 

The job rotation was a real rotation. 


A woman employee worked at one posi- 


tion from eight o’clock till the mid- 
morning break; when she _ returned 
from the rest period, she held down a 
second position until noon; a third, 
between lunch and the mid-afternoon 


break; and then a fourth till the close © 


of the work day. This meant that each 
period at the machine or at a particu- 
lar place in the line was approximately 
two hours long. It also meant that each 
person performed four different tasks 
each day. 

The company makes a variety of 
products; and since these products are 
somewhat perishable, and the sale for 
them has certain seasonal fluctuations, 
the plant was not set up for manufac- 
turing all of them at one time. Limited 
observation seemed to indicate that the 
work fell into two- and three-day cycles 
— that every other day, or with two 
days in between, the same product re- 
appeared. That fluctuation did not, 
however, preclude the rotation system. 
Sometimes the jobs on the floor were 
predominantly of one kind. In that 
case, part of the girls would not have 
four jobs that day, but only three; or 
perhaps the whole work force would be 
assigned to three different jobs, and 
some girls temporarily to two. Even 
with the high frequency of certain 
kinds of jobs, the program was watched 
for alterations which could be accom- 
plished. 

In terms of letters as symbols for the 


ee 


tasks themselves, full rotation would be 
expressed thus: A,B,C,D. For three- 
‘quarter rotation the plan was A,B,A,C 
rather than A,A,B,C. If only half rota- 
‘tion was possible, the worker still got 
the benefit of an A,B,A,B pattern, in 
preference to A,A,B,B. Both full rota- 
tion and three-quarter rotation were 
practiced on the same floor the same 
day, and only once did the writer 
hear a complaint of unfairness from 
any of the employees. That arose out 
of the special circumstance that a girl 
had been left unintentionally on a par- 
ticularly fast job for six hours straight 
on a day when three-quarter rotation 
was possible for everybody. 

There was no working time lost be- 
cause of the reassignment. In general, 
each girl moved one operation further 
down the line when she came back 
from the mid-morning break, or she re- 
lieved some one who had not yet been 
out for a rest period. If the floor super- 
visor wanted an employee to shift from 
one subassembly line to another, she 
merely beckoned, and the girl came. 
With some of the teams, composed of 
only five or six girls, the rotation idea 
was so popular that they did their own 
shifting at hour intervals. 

As the system has been described, the 
reader probably wonders what the ad- 
vantages are from the point of view of 
management. There were several sig- 
nificant gains, the first of which was the 
low employee turnover: the company 
was better able to retain the services 
of its experienced employees. Other 
gains came from a lower spoilage rate 
by machine operators, a lower ratio of 
plant absenteeism, and more coopera- 
tion when overtime work was neces- 
sary. 
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All these results could have been 
anticipated in advance. There were 
other aspects, however, not too easy to 
measure, which nevertheless were im- 
portant. The advantages incident to 
having each member of the employ- 
ment force master all the operations 
were immense. If something went 
wrong on one of the subassembly lines, 
and the units started piling up because 
of its sudden incapacity to take care of 
the uneven flow of goods, any one of 
the nearby girls could step over to the 
machine and help with the operation 
in the momentary emergency. Always 
before, these persons had stood by not 
knowing how to help, and afraid that 
their inexpertness would add to the 
confusion. Also, with a _ well-trained 
rotatable work force, there were no 
longer so-called key employees in the 
sense that some were almost indispen- 
sable. Even though some jobs were 
faster than others, there were always 
several employees who could handle 
them. 

Not all jobs were equally easy to 
learn. Some seemed to demand much 
more speed and skill, and not all em- 
ployees learned them readily. That fact 
did not invalidate the idea of job rota- 
tion. Actually, it was at these points 
that rotation was most sorely needed, 
and most heartily welcomed. The 
fastest jobs were the ones from which 
the operators needed relief most often. 
The floor supervisors tended to set up 
in their own minds rough categories of 
the speed requirements of each job. 
Thus Mary and Susy and Alma, the 
three speediest girls on the floor, shifted 
with each other. The slow ones, Joan 
and Ruth and Margaret, interchanged. 
Laura and Hattie, who were moder- 
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ately swift, with good possibilities of 
becoming better, were eased into the 
fast jobs without disaster, by virtue of 
a week’s breaking in at the less nerve- 
racking pace of two hours every day. 

By now some readers may be deplor- 
ing the extra cost of training needed 
to break a person in to not one job, but 
ten. Here a word of caution is in order. 
It took no extra persons to train people. 
The floor supervisors integrated that 
task into their daily jobs with surpris- 
ingly little effort. The system had origi- 
nated through the happenstance of 
people’s standing beside each other on 
the assembly line and trading work. 
That same core, with only a little modi- 
fication, remained the basis for the ro- 
tation. To that fact is credited the 
ease of employee orientation. Very little 
instruction is needed to teach a person 
a new job if he has seen it performed 
by others hundreds of times a -day. 
Moreover, after he has had a try at it 
for two hours, and then goes back to 
his old job, he watches with renewed 
attentiveness and interest to see how 
the other person does it. The learning 
process is very quick. 

Some persons, considering this 
scheme, have commented, “Well, it 
sounds good, but the older employees 
won't like it.” This certainly could be 
true, but opposition by the older em- 
ployees is by no means universal. A 
great number of them would welcome 
seeing some variety filter into their 
eight-hour day. Even many of those 
who definitely come out and say that 
they like the old way best would be 
won over by a proper introduction to 
the rotation system, accompanied by 
full and adequate explanations as to 
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what it is meant to accomplish, and 
what the personnel department is at- 
tempting to do. 

An inquiry as to the type of union 
contract under which the plant was 
working is appropriate. It was an AFL 
contract with an undifferentiated pay 


scale. The only gradations were on the _ 


basis of seniority. Thus, the beginning 
hourly wage was the same for all em- 
ployees; advancements were automatic 
at the end of three-month and six- 
month intervals. One of the obstacles 


oni 


to job rotation in many plants is that © 


under labor contracts providing for 
different wage scales it cannot be intro- 
duced. Those plants which have the 
type of graded pay scale consisting of a 
base pay, plus certain additional units 
of pay according to the skill involved 
in the job, would have to have the 
active support of the union, as well as 
the proper phraseology in their labor 
contracts, before such a system could 
be tried experimentally. It is conceiv- 
able, however, that since this plan com- 
bines good business and altruism, alert 
labor groups might become interested 
in the system for what it could accom- 
plish for their people. 

Very little has been said in this 
article about job rotation as a method 
of reducing group frictions. That area 
has been explored by Mr. A. Wood and 
Mr. M. L. Okun in a fine article called 
“Job Rotation Plan That Worked,” 
published in a technical journal a few 
years ago. The writer concurs with 
their observations that job rotation 
takes away one of the most cogent 
reasons for hard feelings — that of 
complaints of boss favoritism in job 
assignments, and its concomitant, the 
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“I’m imposed upon” feeling ‘of the 
laborer who, rightly or wrongly, thinks 
he has to work harder than his fellow 
worker. 

In conclusion, the reader might ask 
himself these two questions which 
“really are the heart of the issue. First, 
is job rotation practical? Second, does 
it do what it purports to do — namely, 


* American Machinist, May 9, 1946, pp. 
114-115. 


help combat assembly line monotony? 
The answer to both these questions is 
an unqualified yes. In the plant de- 
scribed herein, a plan acceptable to 
management had been developed. It 
has been in use for so long a period of 
years as to be no longer experimental. 
The labor force, the plant foremen, and 
the personnel office all like it. The plan 
does facilitate production, and, last but 
not least, it does reduce fatigue. 


Devaluation and the Dollar Gap 


RoLaNnpD GIBSON 
Assistant Professor of Economics, University of Illinois 


THE BALANCE-OF-PAYMENTS Crisis with 
which Great Britain is now wrestling 
calls to mind the previous 
through which that country has passed 
since the last war and the efforts which 
were made then to solve the problem. 


crises 


In 1947 the remedy was reduction in 
imports from the dollar area, a gradual 
expansion of exports, and financial aid 
from the United States. In 1949 a 
remedy was sought in devaluation of 
the pound sterling. In recent weeks 
some voices have again been heard call- 
ing for devaluation as a way out for 
Britain. Perhaps if we examine some 
of the results of the last devaluation we 
can obtain a sounder basis for making 
a decision as to the wisdom of such a 
course of action now. 

When the British government deval- 
ued the pound sterling from $4.03 to 
$2.80 to the pound in September, 1949, 
it was hoped that the lower prices at 
which British goods could consequently 
be offered in North American dollar 
markets would place British exporters 
in a more closely competitive position 
with local merchants in American and 
Canadian markets. This, it was hoped, 
would increase the sales of British 
goods sufficiently to net Great Britain 
more dollars and enable her to narrow 
the increasing gap between the value 
of British exports to the dollar area 
and imports therefrom. It is common 
knowledge that the dollar gap was 

* Other voices have been calling for up- 


ward revaluation, but that suggestion does 
not concern us in this article. 


drastically reduced during 1950. Was 
this reduction the fruit of devaluation? 
It is the purpose of this article to ana- 
lyze the available statistical evidence 
and to suggest an answer to the ques- 
tion. 

First it may be well to point out that 
for the past century, at least, the United 


Kingdom has customarily imported 


considerably more goods from North — 


America than it has been able to sell 
here. In the years immediately preced- 
ing and following the American Civil 
War the ratio of value of British im- 
ports from the United States and 
Canada to exports thereto was in the 
neighborhood of 1.5 to 1. In succeeding 
decades the excess of imports over ex- 
ports widened, reaching serious propor- 
tions during most periods of depression 
in America and alarming proportions 
during the two world wars, and grad- 
ually increasing during more normal 
periods. By 1914 Britain was importing 
from the United States and Canada 
goods worth twice as much as the goods 
it was exporting to them. After the 
first world war the ratio jumped to 2.6; 
in the decade of the thirties it reached 
3.0, ranging between 2.7 (1930, 1933, 
and 1935) and 3.7 (1938). 

During World War II the gap 
reached the phenomenal ratio of 17.5 
in 1944, but subsided thereafter to 5.8 
in 1946, 5.0 in 1947, and 2.8 in 1948. 
In the last quarter of 1948 it dropped 
to 24. 

Then came the business recession in 
the United States. By April, 1949, 
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Chart 1. Monthly Trade of United Kingdom with United States and Canada 
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_ British exports to North America had 


dropped significantly, as shown clearly 
by the lower line in Chart 1. At about 
the same time the value of imports 
from the United States and Canada 
rose considerably (see upper line in the 
chart). The ratio of British imports to 
exports rose to 3.4 in April and May, 
4.2 in June, 4.0 in July, and 3.8 in 
August. Although the June and August 
increases may have been partly sea- 
sonal, the July ratio evidently was not, 
inasmuch as the ratio in that month 
of 1947 and 1948 was lower than in 
May and the other four months. The 
downturn continued in September, im- 
ports having been brought down to a 
more reasonable level. 
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Accounts relating to Trade and Navigation of the Untied Kingdom: IV — 
Value of Merchandise Imported and Exported. 


Postwar data on the dollar gap in 
merchandise trade are given in Table I. 

During the six months preceding the 
sharp break in exports to the United 
States and Canada in April, 1949, the 
import-export ratio stood at 2.5, which 
had been the average gap during the 
peacetime years between the Civil War 
and World War II. In the six months 
immediately following devaluation of 
the pound, the ratio stood at about the 


same point. 


Trend of Expansion 


Between 1946 and 1948 Great Brit- 
ain expanded her exports to North 
America at the average rate of nearly 


three million pounds sterling per 
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Table I. Trade of the United Kingdom with the Dollar Area 
(Value in millions of pounds sterling) 


10/48|10/49| 1/48 | 1/50 peer 
Area 1946 | 1947 | 1948 | 1949| 1950); to to to to to frat hale 
3/49 | 3/50 | 6/48 | 6/50 1950 
Imports from Dollar Area 
United States.....:. 230 | 297 | 184 | 222 | 212 96 | 112 95 | 104 9 
Gonadal oe 2OL 1 23992233) 2255) 180 95 1) 140.1916 88 —24 
U.S. and Canada | 431 | 536 | 407 | 447 | 392 | 191 | 222 | 211 | 192 — 9 
Dollar account area 41 68 56 53 90 16 26 5 29 — 6 
Total dollar area | 472 | 604 | 463 | 500 | 482 | 207 | 248 | 242 . 221 — 9 
Exports to Dollar Area 
United States....... 40 61 yAal 62) 127 a7 45 | 34 | 46 +35 
\SETIEGES See ea eee: 34 46 73 81 | 128 39 49 33 | 58 +76 
U.S. and Canada 74 | 107-4144 | 143 | 255 76 94 67 | 104 +55 
Dollar account area at 21 32 30 43 16 18 16 21 +31 
Total dollar area revo d Woy I ACy tie Whee PASS 92 | 112 $3. 1/425 +51 
Ratio of Imports to Exports 
| 
United, States: )..-4 -. 58 N49 260 | 36" | Dee 26 250 2S ee 
aA aS Me we ee 5.9 1) 5.2 We 3.0) 228) ae eA 92D aS 5 
U.S. and Canada 5.8 HAO 2eS Sal Aes 25 De Ae Son! LS b oe Vee 
Dollar account area 2.9 Sen, 1.8 LSo Al 1.0 LA RS LY > ose 
‘otal dollar area: || “5:4) | 4275) 2.6 2-9) eee Slee 1B la eee 


month, or 35 millions a year. This 
trend has been plotted across the 
graph of actual exports in Chart 1, and 
projected on through 1949 and -1950. 
No clear trend is evident in the imports 
data, nor could one be computed 
legitimately, perhaps, inasmuch as 
British imports have been subject to 
such a large measure of government 
control since the war. A few observa- 
tions can be made, however, regarding 
their erratic behavior. The abnormal 
1947 rise was occasioned partly by un- 
precedented purchases of raw materials 
and capital goods for re-equipping the 


war-ravaged British economy, and 


partly by emergency needs arising from 
the internal breakdown and destruction 
wrought by the unusual winter storm 
of that year. In early 1949 a drop in 
wheat imports from the Argentine had 
to be replaced by imports from North 
America, and in the autumn devalua- 
tion of the pound forced sterling import 
prices up. After the Korean war 
started, American stockpiling of raw 
materials and their subsequent use in 
the defense program brought about a 
huge increase in the costs of industrial 
raw materials which has affected Great 
Britain very adversely. 

Chart 2 shows the movement in 
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Chart 2. British Imports from and Exports to North America, 1866-1950 
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Sources: Statistical Abstract for the United Kingdom, for the early years; Accounts 
relating to Trade and Navigation of the United Kingdom, for the recent years. 


British trade with North America since 
the American Civil War in real terms. 
The sterling values of imports and ex- 
ports have been deflated by index 
numbers of British import prices and 
export prices on a 1913 base.” 

A long upward trend in exports and 
imports will be noted up to World 
War I, followed by a decline in exports 
which has never been counteracted. 
The recovery in exports from World 
War II up to the Korean war appears 
to be of similar magnitude to the re- 
covery after World War I. A short- 
term trend line drawn through the data 
from 1919 to 1923 would have approxi- 


? The results are only approximate for the 
years before 1919, because average prices 
over periods of several years had to be used, 
as originally computed by Dr. Werner 
Schlote, of Kiel, and employed by Colin 
Clark in discussing the terms of trade in the 
first edition of The Conditions of Economic 
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mately the same slope as one drawn 
through 1945 to 1948. A large part of 
the explanation for these recoveries in 
British exports to the United States 
and Canada undoubtedly lies in the 
restoration of more normal trading, 
after the periods of war disruption. By 
1923 British exports to North America 
had recovered to the 1914 level, and 
by 1948 they had recovered to the 1940 
level. 

During the two postwar periods, fol- 
lowing World Wars I and II, there 
were no conspicuous changes in the 
trend of real national income in the 
United States and Canada, but be- 
tween 1940 and 1946 there was a 
notable increase in real income of ap- 
proximately 60 percent, contrasted with 
only a slight increase in real income in 
the similar war period 1914-1920. This 


great rise in American income during 
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the last war would naturally provide 
the foundation for a greater increase in 
British sales to this continent than 
occurred in the 1920’s. It does not 
seem unwarranted, therefore, to project 
the 1946-1948 trend of British exports 
to the United States and Canada at 
least through 1950, as has been done 
in Chart 1. An increase of at least this 
magnitude might reasonably be attrib- 
uted to the increase in American de- 
mand for goods in general, which 
would be expected to include some 
British goods. There is no need to at- 
tribute any of the increase to devalua- 
tion of the pound. 


Recession and Speculation 


The decline in exports in the early 
months of 1949 can be accounted for 
partly by the recession in the United 
States during those months, and partly 
by the widespread speculation against 
the pound which developed during that 
period. The fact that traders came to 
believe that the pound was overvalued, 
withheld purchases from Britain, and 
even sold pounds short, does not prove 
that devaluation had been made neces- 
sary in order to bring about the revival 
of British exports which subsequently 
took place. The American recession be- 
gan to approach its end the month 
before the pound was devalued, as 
sales in manufacturing and retail trade, 
as well as industrial production, turned 
upward in August. No doubt devalua- 
tion had been made inevitable by the 
growing anticipation of its inevitability. 
Perhaps the pickup in British exports 
in October and November was sharper 
than it would have been in the absence 
of devaluation, much of the pickup be- 
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ing caused by the filling of orders for 
goods which had been deferred until 


they could be obtained at depreciated — 


prices. But the pickup would very likely 
have come in 1950 anyway, as income 
and prices began to rise again in the 
United States. 

Table I provides a few summary fig- 
ures for Britain’s trade with the dollar 
area in the first six months after de- 
valuation, compared with the same pe- 
riod the year previous, and also for the 
first half of 1950 compared with the 
first half of 1948. The latter compari- 
son probably constitutes a better basis 
for measuring the effects of devalua- 
tion than the first six months imme- 
diately following devaluation, because 
of the length of time it naturally takes 
for an exchange devaluation to produce 
its desired effects, since importers, 
wholesalers, and retailers must become 
informed as to exactly what reductions 
are going to be made in specific prices, 
orders have to be placed, deliveries 
arranged, and so on. 

The trend plotted in Chart 1 would 
require an increase in the value of 
British exports to the United States 
and Canada of 49 percent between 
1948 and 1950. Actually the increase 
was 55 percent, with the United States 
importing 36 percent more and Canada 
75 percent more British goods. As 
pointed out by the United Nations 
World Economic Report for 1949-50,* 
a significant amount of the Canadian 
increase was caused by that country’s 
turning to Britain for greater quantities 
of iron and steel products, and manu- 
factures thereof, as a result of the 
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Chart 3. Monthly Trade of Rest of Sterling Area with United States and Canada 
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Sources: U.S. Department of Commerce, Bureau of the Census, United States Foreign 
Trade —Trade by Country; Bank of Canada Statistical Summary — Exports and Imports 


by Countries (published monthly). 
Note: 


Beginning with July, 1950, the U. S. Department of Commerce has not in- 


cluded certain security items in its statistics of exports, consequently the line of sterling 
area imports represents an underestimate from that date on. 


severe restrictions imposed during 1948 
and 1949 upon the import of such 
items from the United States. Thus the 
greater-than-trend increase in British 
exports to North America can be ex- 
plained on this basis alone. 

Britain’s balance of trade with the 
Dollar Account Area has not been 
quite so unfavorable as that with North 
America.* Table I reveals that the 


4The Dollar Account Area comprises 
those western hemisphere countries and Car- 
ibbean and Pacific islands whose dealings 
with the British Isles are settled in dollars. 
They include: the Philippines, Alaska, 
Puerto Rico, Hawaii, the Virgin Islands, 
Cuba, Haiti, the Dominican Republic, Mex- 
ico, Guatemala, Honduras, Salvador, Nica- 
ragua, Costa Rica, Colombia, Panama, 
Venezuela, Ecuador, and Bolivia. 


ratio of imports from the Dollar Ac- 
count Area to exports to that area was 
reduced to 1.8 in 1949 and 1.4 in the 
first six months of 1950. The trade with 
this area comprises about one-eighth 
of British imports from the entire dol- 
lar area and one-sixth of her exports 
to the total dollar area. 


Sterling Area Trade 


Great Britain’s dollar problem was 
heightened considerably in the spring 
of 1949 by a marked increase in pur- 
chases by other sterling area countries 
from the United States and Canada. 
Beginning in November, 1946, the ster- 
ling area countries began to replenish 
their stocks of capital equipment, un- 
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Table II. Trade of Sterling Area (outside United Kingdom) 
with the United States and Canada 
(Value in millions of dollars) 


Percent 
10/48| 10/49 | 1/48 | 1/50 | change first 
Ar 1946| 1947 1948 1949 1950 to to to to | half 1948 to 
- 3/49 | 3/50 | 6/48| 6/50} first half 
1950 
Imports 
United States | 727 | 1,647 | 1,356 | 1,161 ESM 672 | 440 | 684 | 425 —36 
Canada. er. 261 ao 293 OZ. 188° 167° 100° 129 oe —27 
U.S. and 
Canada. .| 988 | 2,006 | 1,649 | 1,453 985 839 | 540 | 813 | 519 —36 
Exports 
United States | 819 962 | 1,096 928 | 15266 | 538°] 505 "| 579) 125635 —3 
Canada...... 131 UST ee ee 183 224 | 93 SIT RE SI eee: — 
U.S. and nik 
Canada. .| 950 || 1,119" | 1,298) T3111 | 15490) | 631) S82n Gos oon Ss) 
Ratio of Imports to Exports 
United States | .89 18 12 1.2 .63 12) Ot ie diee. 15>). ee 
Canada...... 1.99 Ao) 15 1.6 .84 1S: | 1530 A Os eer 
U.S. and 
Canada. .| 1.04 1.8 1-3 1.3 -66 13 9 alee 80. Sea 


available during the war, by importing 
abnormal quantities of industrial goods 
from America. These purchases began 
to subside in 1948 but rose again in 
1949. This reduced the sterling pool of 
dollars, held in the Exchange Equali- 
zation Account in London, upon which 
Britain might have drawn in her emer- 
gency, by converting pounds sterling 
into dollars to pay America for her in- 
creased imports in 1949. Chart 3 tells 
the story graphically. The sterling area 
imports remained at about the same 
high level until the Conference of Com- 
monwealth Ministers convened in Lon- 
don in July, 1949. 

At this conference the sterling area 


countries agreed to cut back imports 
from dollar countries to 75 percent of 
their value in 1948. This they pro- 
ceeded to do forthwith — before deval- 
uation — through imposition of rigid 
import controls, and by September the 
25 percent cut had been achieved. 
After that the downward trend was 
continued until the Korean war, at no 
greater rate than before, but resulting 
in a somewhat greater cut in dollar 
imports than had been anticipated at 
the Commonwealth Conference. The 
value of sterling area imports in 1950 
was back at the 1946 level, but this was 
already double the average level in 
1934-38 (United Kingdom imports 
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Chart 4. Monthly Trade of Entire Sterling Area with Dollar Area 
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Sources: A combination of the data in Charts 1 and 3, together with data on British 
‘trade with the Dollar Account Countries from Accounts relating to Trade and Navigation 


of the United Kingdom. 


from the United States and Canada 
rose 55 percent in the same period). 

Certainly devaluation of sterling by 
most of the sterling area countries 
could not fail to provide an added 
incentive, by raising the sterling price 
of dollar imports, for sterling area im- 
porters to go easy on such imports. 
But observation of the trend before 
devaluation offers no clear evidence 
for concluding that the reduction could 
not have been achieved without de- 
valuation, through the import controls 
which were imposed by common action 
of members of the sterling area under 
Great Britain’s leadership. 

Table II and Chart 3 show for the 
rest of the sterling area that by Janu- 


ary, 1950, the ratio of imports from the 
United States and Canada to exports 
thereto had been reduced below unity 
for almost the first time since the war. 
(Prior to World War II this ratio used 
to run in the neighborhood of .85-.89 
for the United States and 2.0 for Can- 
ada.) The unfavorable balance of trade 
with Canada had been sharply cut, by 
the time of the outbreak of Korean 
hostilities, to 1.07, and the balance 
with the United States had also been 
improved. The over-all balance was 
“favorable,” at .80. 

The improvement in the export pic- 
ture, shown in Chart 3 and Table II, 
was arrested in 1948, but since the 
second quarter of 1950 there has been 
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Table III. United Kingdom Exports to the United States, 
by Quantity, January-June, 1948 and 1950 


; 


Percent quan- 
Percent | tity increase — 


Percent A | 
: ra - change in needed to 
Commodity Unit 1948 1950 change in wens nial : 
Ease o price average 
trend 
Sailr Sones oo dmaa a SeernEaGenaaoec 1,000 pf. gals. 2,206 2,387 +8 0 
Cees Preparations 2.5. aes oie cwt. 80.954 70,425 5S +90 
Non-metalliferous mining products. . tons 72,928 80,042 +10 i 63 
Gbinaiclays. Sena eee tons 42,849 45,711 +7 -9 51 
Nonferrous metalliferous ores....... tons 17,746 522 — OF —27 90 
Cotton wWastese-scr coc se ene me cwt. 3,702 63,513 +1,616 — 64 283 
Wool, raw and waste...........--- 1,000 Ibs. 5,874 13,636 +132 —21 75 
Silkj raw and wastes cen. vs seme ees 1,000 lbs. 2,964 7,599 +156 —26 86 
Seeds and nuts for oil... <..40.- 652 3: tons 2,956 2,126 —28 —47 160 
ides and skins. fh... cscs ee cee cwt. 17,956 36,649 +104 —53 194 
Paper-making materials............ tons 925 9,298 +9055 iD) 151 1 
ChiviaGoee st yea th eC cee Teens cwt. 6,046 11,410 +89 —24 82 $ 
Other earthenware.........:.+-+-+: cwt. 32,427 35,931 +11 —18 68 
droi anu steel. Wir i aig es sie toy = tons 1,035 10,482 +9138 —52 187 
Aluminum and aluminum alloys... . cwt. 2,707 54,599 +1,917 —33 106 
Brass and other alloys of copper..... cwt. 1,036 52,965 +5,012 —835 712 
Tin blocks, ingots, bars, slabs, etc... . tons 190 2,924 +1,439 —1 40 
ER otal machinery ce ster cle siolsiel< eher<1r <7 cwt. 52,860 85,793 +62 —52 187 
pbextlermachinieryiercs.. cutscenes: cwt. 23,700 17,802 —25 —27 90 
RPattonkyarnssace2 cence eee 1,000 Ibs. 440 196 ao +10 
Cotton woven piece goods.......... 1,000 sq. yds. 5,944 4,788 —— i 48 
PARE BEE oot visio twine samen ne ae 1,000 sq. yds. 2,629 2.076 —21 —39 126 } 
Wroolitopss soc.s. sys -eio cto sy arerelci ove 1,000 Ibs. 109 378 +247 —39 126 
Woolen carded yarns.,...........- 1,000 lbs. 14 10 oe +14 
Worsted combed yarns............ 1,000 lbs. 46 250 +443 —30 97 
Other woven woollen tissues........ 1,000 sq. yds. 2,233 3,908 +75 —22 77 
Other woven worsted tissues........ F sq. yds 1,535 | 2992 +45 -1l1 55 | 
Carpets, carpeting, rugs........... 1,000 sq. yds 397° | 146 —63 =e 
Arbfictal ‘silk yarn.0. 6 <5. cesar 1,000 Ibs 376 78 Sie aot 
Linen and hemp piece goods....... 1,000 sq. yds. 5,819 9.898 +70 aa 94 : 
Linen and hemp thread........... cwt. 289 234 —io or 88 
Damask table linen......0...00.++ cwt. 2,699 | 4,344 +61 —37 119 
Handkerchiefs of linen............. dozen 81,183 156,466 +935 —40 130 
ijtite piece goads Fate ces cin aera 1,000 sq. yds. 4,524 5,093 12 —29 84 
@ilskains Eten erence cee Searesiie aoe a) ota wees number 9,267 17,882 +93 —32 103 : 
Men’s and boys’ overcoats......... number 8,362 5,802 —31 —21 75 
Wool hose’... ja pis teins siete cucu Geaee doz. prs. 84,937 | 123,845 +46» —23 79 
Boots, bootees, shoes: ... 0... .6e00s doz. prs. 8,383 | 17,015 +103 —24 81 
Paper and cardboard.............. cwt. 20,447 32,354 +58 —29 94 
MAGIOLICArS TN eed rrctone ane number 8,285 ) 6,005 —28 -—9 52 
BREACIORS ai ea eer he sive reralce se number 7,876 | 2,015 —74 —45 151 
Motorcycles, tricycles....6...652 000 number 6,122 4,558 —26 =P 41 
OV cles ae, eset as Specie Certs number 6,123 17,054 +1788 —24 81 
Books and printed matter.......... cwt. 12,726 20,512 +61 25 79 
IDOE COVETINGS ce-ci ins) havdiow Soi anv 1,000 sq. yds. 2,494 793 —68 Se 134 
Rubber, crepe, and latex.......... centals 40,601 34,125 —16 +35 
1 


Source: Accounts relating to Trade and Navigation of the United Kingdom: II1—Exports (Produce and Manufactures 
of the United Kingdom); III—Exports of Imported Merchandise. 

* The 1948 quantity was lower than that for 1947 in these cases, with the result that the percentage increases in 
quantity between 1947 and 1950 were as follows: paper-making materials, 368; iron and steel, 75; cycles, 43. 

> The 1947 quantity was so much higher than that for 1948 in these cases that the 1950 quantity shows a percentage 
decrease from 1947, instead of an increase, as follows: handkerchiefs of linen, 10; wool hose, 23. 


a marked rise, which has continued as _ tacular, especially after the start of the 
a result of the increased demand for Korean war. 
raw materials occasioned by the Ameri- 


can defense program. 


Demand for Particular Commodities 


A graphic picture of the trade of Now that we have surveyed the over- 
the entire sterling area with the dollar all changes which took place in the 
area is presented in Chart 4. The im- trade of Britain and the sterling area 
provement shown here in 1950 is spec- with the United States and Canada 
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Table IV. United Kingdom Exports to Canada, by Quantity, 
January-June, 1948 and 1950 
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. Percent quan- 
ercent | tity increase 
Commodity _ Unit 1948 1950 | changein | change in| needed to 
quantcy | Soller | maintain 
trend 
Rc Meer eal oo Ss Chasis deatenaw ea 1 
Cocoa preparations............... ees oat 5 343 37 146 ae Fae 
BISCUITS Gc we see es ‘ y nee ae ue 
SE eee ee Pats; 12,669 --116 —22 76 
Other peamcilitcrons mining Poe oe are one ae . 
DIGGIN OCR ARES aera ciceriares tons 19,044 16,2 = 
ee DBAWRANG WAStO%s sc:53 aa aes os 5 2 1,000 lbs. 2,361 oes 3 HE his 
Silk, raw and waste. «-.. 0222.00... 1,000 Ibs. 3.793 996 —74 =H ‘97 
ay, Blass, caSbestOSsic-ctcos 1a +a chore cwt. 407,993 447,596 +10 —15 63 
Ree ee tet sie ic eintvc os tons 471 17,401 _ 
Tron and istecles 1... ogeAd centile e tons 10,076 76,823 ae ae ic 
Aluminum and aluminum alloys. ... cwt. 2,168 9.580 +342a +38 ss 
Mistal machinery.........0.... 20 cwt. 126,740 | 225,521 +78 —32 103 
Cranes, lifts, etc...........5...- cwt. 5,760 6,86 +19 —5 45 
Generators, motors, and parts... . cwt. 23,300 22.215 5) 505) 
Food preparation machinery..... cwt. 3,240 4,841 =-49) =e) "3 
Internal combustion engines...... cwt. 5.970 6.717 +13 —1 
Machine tools emer e tamer rant eave eave) me cwt. 4,980 26,272 +428 —15 63 
Office machinery Mere eg EP Ne eke ae 8 cwt. 1,160 1,442 +24 —5 45 
Printing machinery............. cwt. 5,760 8,428 +46 Sa 103 
Refrigerating machinery......... cwt. 1,300 6,386 +391 —20 73 
Textile and sewing machinery... . cwt. 21,840 20,990 —4 +1 
Meifon yarns... ..... cv c tee eens 1,000 Ibs. 2,049 1,377 —33 —14 60 
Be popes Piece goods sen. cess: De sq. yds. 12,647 9,974 — a =) 100 
CE Tel pes Pioneer ee 3000 sq. yds. ‘ - - 
Bewsehold textiles and au oe! a iz ae . 
andkerchiefs of cotton........ cwt. 5,789 23529) SOO 
ee Poe Coss cs 1,000 Ibs. 8,104 6,851 —15 ur “47 
MVoollen-carded yarns. -..~........ 1,000 Ibs. 220 85 =o) = 100 
Worsted combed yarns............ 1,000 lbs. 1,075 473 — 66 8) 63 
Other woven woollen tissues........ 1,000 sq. yds. 7,667 4,807 — 37 eR 82 
Other woven worsted tissues........| 1,000 sq. yds. 3,828 3,709 =o) —13 60 
Carpets, carpeting, rugs........... 1,000 sq. yds. 802 704 —12 —15 63 
Artificial silk yarn 1,000 Ibs. 2,280 1,118 on Ow 103 
Motricial silk Jace.f.. 2.06. .ee ees 1,000 Ibs. 73 ‘117 +60 —33 106 
Other artificial silk tissues.......... 1,000 sq. yds. 4,744 2,182 —54 —29 94 
Cordage, cables, rope... ....-..-... cwt. 9,671 26,574 +175 —43 142 
Linen and hemp piece goods....... 1,000 sq. yds. 602 954 +58 — 38 122 
Linen and hemp BCA oie fovepions, rine nis cwt. 762 1,030 +35 —19 70 
Serrmasketable Imen. i. 6s. ees see cwt. 1,128 952 —16 — 36 116 
Handkerchiefs OPN bMeEM et csi see wzerer dozen 76,917 114,470 +49a —3A 116 
Jute piece OOS eremipitoione rs eee cee seeasean. 1,000 sq. yds. 1,387 2,275 +64 —11 55 
BS RAAT TE CC citar cr sraeeiik sn ere tatice GePe ne number 2557371 14,185 —45a —17 66 
Pnderwear of cotton...........+.. dozen 93,626 106,805 +14 —4 44 
BOOM HOSE: ein. -sste she recast so oe oes doz. prs. 158,489 167,936 +6 —35 112 
Boots, bootees, shoes........+:---- doz. prs. 6,985 QE 3) +73 —24 81 
LS RSTER Sa pe nO NE eee cwt. 22 5,582 +91 —39 126 
paper and cardboard..............- cwt. 10,354 15,185 +47 —21 75 
maviroad axles, tires, etc..........-. tons 3,855 4,042 +15 —15 63 
Motor cars and chassis.........+.+ number 3,972 38,748 +876 —19 70 
3 SS A ee eee number 887 7,160 +707 —15 63 
Motorcycles, tricycles............-- number 1,570 4,437 +183 —9 52 
CEs Re oot to Be eee eee number 13,300 21,729 +63 —30 97 
GAC OF TRIG) uel fen pe Ae SOOT cwt. 3,663 6,934 +89 —31 100 
30o0ks and printed matter.......... cwt. 5,343 8,717 +63 =35 112 
MOOTICOVERINGS 5 215 ).laiiie esis Bele eee 1,000 sq. yds. 2,276 2,106 —7 —28 91 


Source: Accounts relating to Trade and Navigation of the United Kingdom: I1—Exports (Produce and Manufactures 
f the United Kingdom) ; III—Exports of Imported Merchandise. 


8 The 1948 quantity appears to hz r 
hows a decrease instead of an increase in alumin 


vere as follows: aluminum, 72; handkerchiefs of linen, 52; oilskins, 71. 


ollowing devaluation, it may be of 
nterest to take a look at what hap- 
sened to the trade in some specific 


sroups of commodities. Table II gives 


have been unusually low in these cases. Compared with 1947 the 1950 quantity 
um and handkerchiefs of linen. The decreases between 1947 and 1950 


the facts regarding British exports to 
the United States, and Table IV shows 
exports to Canada. 


Examination of these tables reveals 


58 


some results which we might expect 
from the upward trend in exports and 
the price declines brought about by 
devaluation. It reveals some evidences 
of elasticity of demand and some evi- 
dences of inelasticity.° But, in addition, 
it shows some results that cannot be 
explained in terms of elasticity. 

For example, British exports of. sev- 
eral commodities fell off despite a cut 
in prices, notably nonferrous metal- 
liferous ores, seeds and nuts for oil, 
textile machinery, cotton woven piece 
goods, lace net, linen and hemp thread, 
men’s and boys’ overcoats, motor cars, 
tractors, motorcycles, and floor cover- 
ings to the United States, and almost 
all cotton, wool, and silk textile prod- 
ucts, generators, damask table linen, 
oilskins, and floor coverings to Canada. 
The behavior of the textile items is 
probably explicable on the basis of the 
increasing home demand for these 
products during the period, coupled 
with the textile industry’s inability to 
expand its productive capacity to fill 
the orders it could have obtained. The 
decline in the unprecedented postwar 
exports of English motor cars to the 
United States was to have been ex- 
pected, once the American industry 
could catch up with the backlog of 
orders which had accumulated as a 
result of the war. Persons familiar with 
the markets for the other items will 


° Demand is relatively elastic if price cuts 
bring about a more than proportional in- 
crease in quantities sold, thus increasing 
total proceeds. It is relatively inelastic if 
price cuts bring about a less than propor- 
tional increase in quantities sold, and thus 
decrease total proceeds. Demand for a sub- 
stantial proportion of British exports to the 
dollar area would have to be elastic for the 
price cuts made possible by devaluation of 
the pound to narrow the dollar gap. 
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perhaps be able to explain their per- 
verse behavior also. 


Some indication of the relative elas-_ 
ticity of North American demand for | 
the rest of the commodities listed can 


be obtained in the following manner. 


To maintain the 1946-48 trend of real 


exports to North America, shown in 


Chart 2, would require an average in- — 
crease of 38 percent in quantity of — 


exports. To continue this trend after 


devaluation, an additional increase in — 


| 


quantity would be necessary to offset | 


the reduction in the dollar prices of © 


British goods in American markets. A 
44 percent increase would be necessary 
to offset a 30 percent drop in price, a 
25 percent increase to offset a 20 per- 
cent price decline, and so on. The total 
increase in quantity of exports essential 
to maintain the postwar trend and off- 
set price cuts is given for each com- 
modity in the last column of Tables 
III and IV. Where the increase in 
exports was markedly greater than this 
figure, we shall have some evidence 


for inferring some elasticity in the 


American and Canadian demand for 
the commodity. Where the increase in 
exports was markedly less than this 
figure, we shall have some evidence for 
inferring some inelasticity in demand. 
Since changes in supply conditions 
within the United Kingdom might ac- 
count for a part of the changes, how- 
ever, inferences with regard to demand 
elasticity will be checked against what 
can be ascertained about supply con- 
ditions. 


Products with Elastic Demand 


The commodity exports to the 
United States that showed the greatest 
apparent elasticity were: cotton waste, 


| 
| 


| 
' 
: 
| 
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‘paper-making materials, aluminum, 
copper alloys, tin products, and worsted 
combed yarns. Of somewhat lesser elas- 
ticity were: raw wool, raw silk, wool 
tops, and shoes. Production of most of 
these commodities increased in Britain 
during the period but not enough to 
account for the marked increases in 
exports. Special demand factors in the 
United States could also account for 
part of the increases, but it seems a 
reasonable inference that at least a 
portion of the demand for these 
products in the United States can be 
accounted for on grounds of elasticity. 
In all these cases the increase in ex- 
ports to the United States was much 
ereater than the increase in British 
exports to other countries taken as a 
whole. 

One export to Canada whose in- 
crease between 1948 and 1950 was 
clearly not due to elasticity of demand 
is coal. Exports of this commodity since 
the war have been much lower than 
before the war because of the British 
industry’s inability to produce a sur- 
plus above home needs, rather than 
because of the price element. In fact, 
there have been complaints in Europe 
that the British were charging an un- 
fairly high price for coal in European 
markets while maintaining a low price 
at home. 

Exports to Canada which have in- 
creased largely because of a substitution 
of British for American products as a 
result of the Canadian restrictions on 
imports from the United States, noted 
above, are iron and steel, machine 
tools, motor cars, tractors, and motor- 
cycles. Thus the only increases in ex- 
ports to Canada which seem to have 
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been occasioned predominantly by 
elasticity of demand are: cocoa prepa- 
rations, biscuits, cement, refrigerating 
machinery, and cordage. In the case 
of cocoa preparations, the increase in 
production of the one kind of such 
preparations for which data are avail- 
able — chocolate and sugar confection- 
ery — amounted to only 40 percent, 
about the same as the increase in ex- 
ports of cocoa preparations to all coun- 
tries taken as a whole, whereas the 
export increase to Canada was 595 per- 
cent. Thus there is considerable evi- 
dence of demand elasticity in Canada 
for this product. Evidently the cocoa 
preparations which were sold in the 
United States were a different kind of 
product, since their average price rose, 
instead of falling, after devaluation.® 

The production of biscuits rose only 
24 percent in Great Britain, compared 
with an increase of i16 percent both 
in total exports and in exports to 
Canada. The increase in the produc- 
tion of cement was only moderate. In- 
creases in the production of refrigerat- 
ing machinery for export were great 
enough to account for perhaps as much 
as half of the increased exports to 
Canada but the fact that the increase 
in exports to Canada was much greater 
than to other countries substantiates 
the argument that elasticity of demand 
accounted for much of the increase. 
Production data are not readily avail- 
able on cordage. 

Information on physical volume of 

® All price changes shown in the tables 
represent average prices for each category 
of commodity, not prices of identical com- 


modities in each year. The latter are not 
readily available. 
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exports to the United States and Can- 
ada of certain other commodities is not 
available. The increase in the value of 
these exports was so great, however, 
between the 1948 period and 1950 that 
it seems reasonable to infer some .in- 
crease in quantity and hence in the 
elasticity of demand for them also. The 
percentage increases in the value of 
some of these items are as follows: 
oils, 313; animals not for food, 145; 
manufactures of wood, 126; miscel- 
laneous food, 100; leather goods, 77; 
toys, 76; cutlery et cetera {which in- 
cludes moving picture films), 65; and 
electrical apparatus, 65. 

The demand in the United States 
seems to have been rather inelastic for 
china clay and other non-metalliferous 
mining products, hides and skins, earth- 
enware, machinery, damask table linen, 
and jute piece goods. In Canada the 
demand appears inelastic for pottery, 
printing machinery, linen and hemp 
products, cotton underwear, wool hose, 
and railroad axles. But the apparent 
inelasticity with respect to the textile 
items may have been caused by the 
high home demand and impediments 
in the way of expansion mentioned 
above. 

The items not discussed in any of the 
preceding categories may be regarded 
as within a range close to unitary 
elasticity of demand,’ or, in the case 
of some of the items mentioned in the 
footnotes to the tables, as commodities 
whose 1948 quantities of exports are 
sufficiently at variance with their 1947 


"In this case a cut in price would be ac- 
companied by an exactly proportional in- 
crease in the quantity sold, resulting in no 
change in total proceeds. 
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quantities to render unwarranted any 
generalizations with regard to the 
normal movement of their exports. 
The exports to the United States 
with relatively elastic demand comprise 
approximately 10 percent of the total 
value of British exports to this country. 


If all the exports to Canada with ap- — 


parent elasticity are counted, including 
those purchases which consisted pre- 
dominantly of substitutions for Ameri- 
can goods kept out of Canada by im- 
port restrictions, about 15 percent of 


the value of British exports to Canada 


would show relative elasticity. This lim- 
ited elasticity of demand is counter- 
balanced by the relative inelasticity of 
United States demand for 18 percent 
of the products it imports from Great 
Britain and of Canadian demand for 
some 13 percent of its imports from 
Britain. 
Changes in Imports 


Data on changes in imports into 
Britain from North America during the 
period under review are given in 
Tables V and VI. Devaluation of the 
pound should not be given undue credit 
for accomplishing the cuts shown, be- 
cause the government has been exer- 
cising strong direct controls in restrict- 
ing imports of various kinds throughout 
the postwar period. However, devalua- 
tion would naturally act as an added 
incentive to persuade importers to shift 
to non-dollar sources, wherever pos- 
sible, to avoid the sterling price in- 
crease brought about by devaluation. 
We should therefore expect the great- 
est cuts to be made in the importation 
of commodities available outside North 
America, and the demand to be most 
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Table V. United Kingdom Imports from the United States, 


by Quantity, January-June, 1948 and 1950 
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Percent |Percent quan- 
Commmodity Unit 1948 1950 flange cheno tay | eects 
quantity dollar needed to 
price break even 
EUROS a Ae ene 1,000 cental 
eS. and Canada <3 ee mbt ae pes, 33 
EOaN IEC) Fatt velstssars..telasccra tera 1,000 Ibs. - 
Wood soar ae : d lbs 46,060 31,575) Si +22 18 
DIEWOOG, | SAWD ee cies se sles sieisiss « standards 55,877 1,758 —972 

Hardwood, sawn. . 1,000 cu. ft. 1,944 902 —54 ai 37 
Be cues eal other ene Tied sites Bene Peoe cwt. 44 16 — 64 —10 5 

REPEMERCHESVrerele (oYn tnt “avin) n'a) sass eset s yaya 5 cwt. 671 —46¢ 67 
Petroleum products: : eo ies fat iy 

AEG Ceo 9 pala obo ngs Bon seOues 1,000 gals. 79,917 21,974 —73 7 ii 

pens (Crd Rint Ae eee ee tees Poe gals. 42,913 48,471 +13 —14 ae 

PESUENEE SIE cc a elaret ea srs ial sala, ease ais als. 119,802 29,8 = 

Nonferrous metals and manufactures: e On th nig a 

CORR SR as Coens SO ae tons 26,944 30,088 +12 +22 18 

[C8 Cin co ahiic o OD Doe ACOSO CO tons 7,288 56 —=99P +12 11 

PNTICHOLAS POMEL ye\retey sia a) = erate sarees tons 41,668 10,000 — 76> +20 17 
Tron AINA GSTS Esc te ehsle. « ici Soe eh vey tons 65,952 35,787 —46 +104 51 
Dairy produce: 

(CUNOSIES ee St Geena ee 1,000 cwt. 19 ee — 100 sda ee 

Milk, powdered, unsweetened... . 1,000 cwt. 2 mes — 100 ay ee 
PP ABTYOUMATEKIAIS) .<\erolevn eure ieisie wisveve a 1,000 cwt. 112 50 —55b +152 61 
Beaty temt se stats croft e505 rom eset nna 1,000 tons 192 245 +28 +16 13 
BAG OMEDLACKS). 4:5 cos he 6 sscrtiv ca leieraiet 1,000 cwt. 456 505 +11 +35 26 
BB abe cee etigts 30s ss aie the 64) sopeertOovace 33 1,000 cwt. 7 a —71 +196 66 
SNe o Seno Oem 0 o--Spe ere Cees cwt. 7,076 nA — 100 Oba Pt 
BRE PIS ISOM it) veer rc ile e aloseie eee se cwt. 11 352,067 roa —40 ae 
NEUE CEG a Ret gyet ns Sins. Cae ae ae nae 1,000 cwt. 2,889 Biri +28 —49 
DST. uc eon eo Ee ee 1,000 cwt. 188 148 —21 -—9 a 
Mineral crude! petroleum. = 6- 2%: 1,000 gals. A251 10,518 —14¢ +26 20 
"EGIL RE CERN ee on gals. 422,355 1,112 hy) =F a4 
Wool, raw and waste, and rags..... 1,000 lbs. 2,708 27 —99 +207 68 
BPICESEAMGUSKIIS 1 ser.) ys dice ea one cwt. 14,040 14,069 ae —13 SA 
Paper-making materials............ tons 13,122 1,148 —91 +37 yl 
Rubber, raw, and like materials....| 1,000 centals 27,958 23,902 —15e +53 35 
BRSELES er eroe Neha es \ocrfete is = six vinvnye oes cwt. 89 161 +81 +14 13 
Mineral phosphates of lime......... tons 15,868 40,652 +1564 1 aah 
BE SEU LAW asa) can ig ssfajazsie.s%e 8's seisjevs a cwt. 44,504 46,815 +5 +32 24 
BECKS fOr SOWING... os. ee oe oe nas cewt. 54,286 9,573 —82 +43 30 
BR Sy OO CE ete iti rede racies ne, 3/4 + slieseel eines cu. ft. 309,063 1 — 100 50 ae 
Cotton woven piece goods.........- 1,000 sq. yds. 22,926 68 —99b Roe ia 
@aper and cardboard.............- 1,000 cwt. 286 129 — O° +18 15 
Books and other printed matter..... 1,000 cwt. 56 35 37D +20 17 


Source: Accounts relating to Trade and Navigation of the United Kingdom: 1—\mports. 
® To compute a percentage change here would be without significance. The 1948 quantity was abnormally low. In 


1947 nearly 500,000 cwt. were imported. 


b The 1948 quantity was much higher than that for 1947 in these cases. The percentage decreases in quantity in 
1950, compared with 1947, were: softwood, sawn, 95; lead, 98; zinc or spelter, 48; plastic materials, 38; cotton woven 


piece goods, 98; books and other printed matter, 12. 


¢ The 1948 quantity was so much higher than that for 1947 in these cases that the 1950 quantity shows an increase, 
instead of a decrease, compared with 1947, as follows: machinery, 21; mineral crude petroleum, 70; rubber, 40; paper 


and cardboard, 111. 


4 The 1948 quantity was lower than that for 1947. The percentage increase from 1947 to 1950 was 82. 


inelastic for commodities not available 
in any reasonable quantity outside the 
United States and Canada. 
Accordingly it is not surprising that 
the increases in prices of cotton, cop- 
per, sulphur, carbon blacks, bristles, 
and raw hair, imported by Britain from 
the United States, and grain, cheese, 
and asbestos from Canada failed to 


prevent the importation of greater 
amounts of these commodities to meet 
the growing needs of British industry 
—and of consumption, in the case of 
grain and cheese. 

Substantial cuts, of a magnitude 
much greater than enough to overcome 
the effects of price increases, were made 
in the importation from the United 
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Table VI. United Kingdom Imports from Canada, 
by Quantity, January-June, 1948 and 1950 


Percent icige: Percent quan- 
, : t 
Commodity Unit 1948 1950 eee = S re ee 
pe ected price break even 
Grain and flour (U.S. and Canada 
COmbINE)). eis scorers ery Siete se 1,000 cwt. 40,119 38,671 —4 +40 29 
Mica be tatatarets toasts Bras ie ceroisi arom 1,000 cwt 2,049 586 —71 +40 29 
Dairy produce: 
Giicese settee cauva sieves Seeie 1,000 cwt. 44 48 +9 +25 20 
Hig conamstiell sy ctr sto ccaveletee aie ety 1,000 doz. . 25,906 128 —99 +30 23 
Eggs, liquid or frozen. .......... 1,000 cwt. 38 oe —100 mote 
Eggs, dried whole (U.S. and 
Canada combined)...-...-.- 1,000 cwt. 50 17 — 66> est 
Fresh fruits and vegetables......... cwt. 107 687,321 Rohaty sate 
Salmon ekcrnd colin © cere ual: cwt. 56,326 43,995 —22 +23 19 
UNSDESTOS. Scrciok ca cle Bip ois 3 rier ecarsuo sees “tons 12,920 18,182 +41 +44 30 
Iron ore and concentrates tons 235,285 5,525 — 98> +15 13 
Nickeliore). 3. ous sone eee tons 12,980 10,594 —18 +80 45 
Zinc ore and concentrates . tons sa 7,492 on = 
Wood and timber: 
Softwood; Jsawm qe. stem ieiereral= use standards 135,513 23,603 —83 +9 8 
Softwood, planed or dressed...... standards 12,106 288 = 95 +12 ll 
Hardwood, hewn... .....-.5-20.. 1,000 cu. ft. 694 661 —5 +9 8 
Hardwood) SAWDs.<:.. nce clever 1,000 cu. ft. 1,054 458 —57> +120 55 
Boximoarc sey cerca ta eens standards 5,059 aie —100 Pre 
Ritprop sere teretenerrace siete teenie i piled cu. fath. 62,290 2,936 os =D) 
Sleepers ccgeterisier eyes siccsane trenton standards 20,982 2,710 — 87 =) 
Mencers mrt eee: einen 1,000 cwt.’ 63 4 —Of 3 
Bllaxwaetes eertet tig stars okie ast. eet tons 237 253 +7 +1 1 
TEASE RMOI sc eRPee ces he eye s/s creraioca Patek tons 2,638 nee — 100 ahs 
Fates panad’SkKIGsiw Ge scteh starersie eno cwt. 4,735 28,859 +509 — 86 
Paper-making materials tons 94,648 35,197 — 63> +18 15 
WESASMOTSOWINOD terest ere rides: sisi cwt. 121,604 3,805 —97> +103 51 
Iron and steel and manufactures... . tons 40,873 22,031 —46 +12 11 
Nonferrous metals and manufactures: 
AM imaimium=eeeate cen coe acne Cele 1,000 cwt. 1,414 1,083 —23¢ +57 36 
Copper zaea huw soe cals che oreo tons 26,819 29,926 +12 +20 17 
eea deer ney en tates Ae tons 18,409 9.171 —50 ey 15 
ZARGIOVIS Pelle h tein ei valsveryace arteries tons 22,800 13,384 —41 +29 23 
IMachineryicish sai sttes acess eteleie suse ae 1,000 cwt. 88 26 —70 98 Dal 
Paper and cardboard.............. 1,000 cwt. 1,195 152 —87 +38 28 
Books and other printed matter..... 1,000 cwt. 9 1 —89 +174 63 
Plastic materials. fies ccc. seeee 1,000 cwt. 30 39 +304 +22 18 


Source: Accounts relating to Trade and Navigation of the United Kingdom: 1—Imports. 
® To compute a percentage change here would be without significance. The 1948 quantity was abnormally low. In 


1947 over 2,000,000 cwt. were imported. 


b The 1948 Bua was much higher than that for 1947 in these cases. The percentage decreases in quantity in 


1950, compared with 194 
82; paper-making materials, 14; seeds for sowing, 95. 


were: eggs, dried and whole, 45; iron ore and concentrates, 96; hardwood, sawn, 38; sleepers, 


¢ The 1948 quantity was so much higher than that for 1947 in this case that the 1950 quantity shows an increase 


of 215 percent over 1947. 


4 Compared with 1947, the percentage change is negligible. 
¥, 


States of tobacco, wood and timber, 
petroleum, lead, wool, paper- 
making materials, and seeds. Similar 
cuts were made in the importation 
from Canada of meat, eggs, iron ore, 
softwood, seeds, iron and steel, lead, 
zinc, machinery, paper and_ printed 
matter. 


zinc, 


The cut in imports of nickel ore from 
Canada was not sufficient to overcome 
the price increases. Also, there were 


substantial increases in imports of 
mineral phosphates of lime from the 
United States and hides and skins from 
Canada, despite a fall in price of both 


commodities. 


Conclusion 


To sum up the principal findings of 
this article, the evidence suggests that 
the postwar trend of British exports to 
the dollar area would probably have 


So 


DEVALUATION AND THE DOLLAR GAP 63 


continued upward through 1950 with- 
out devaluation of the pound. The 
recession in the United States was the 
major cause of the falling off in British 
exports to this continent in 1949 and 
the upturn, when it came, would have 
reversed this cyclical movement in any 
event. Devaluation may have been 
made inevitable by the wave of specu- 
lation against the pound which took 
place, but it was not an essential step 
in the process of revival of British ex- 
ports to dollar markets. 

The demand for British exports to 
the United States and Canada does not 
exhibit a great enough degree of elas- 
ticity for devaluation of the British 
pound to be considered a desirable 
expedient to bring about an increase in 
the proceeds from exports to this area. 
In the case of some products, a cut in 
their price would seem to be an excel- 
lent device for increasing their sales in 
the American market. In the case of 
some products a cut in price seems to 
produce results that are worse than 
futile, at least under present domestic 
supply-and-demand conditions within 
the United Kingdom. It would there- 
fore seem that attention should be di- 
rected to reducing the price and in- 
creasing the export of those British 


products for which the demand in this 
continent seems to be relatively elastic, 
rather than to applying such an indis- 
criminate stimulus as currency depre- 
ciation. 

The British government has ample 
means to slash imports of specific com- 
modities through its import licensing 
powers. This method of curtailing 
imports from the dollar area is prefer- 
able to devaluation because the latter 
operates to raise the price of imports 
which are essential to the functioning 
of the economy as well as to those 
which can be dispensed with or ob- 
tained in non-dollar markets. 

For all these reasons it would seem 
to be folly for any responsible authority 
to consider further devaluation of the 
pound as a means of correcting the 
present disparity between British ex- 
ports to North America and imports 
therefrom. This is especially true under 
the present conditions, when the funda- 
mental cause of the increasing dollar 
gap has been the American and British 
rearmament programs, which have ab- 
sorbed increasing quantities of expen- 
sive imports and withdrawn final 
products in Britain from the British 
export market. 
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IN THESE DAYS of mounting inflation 
much is being said and written about 
the high cost of living, but few of us 
ever stop to think about the high cost 
of dying. The subject of death is 
avoided in many family circles as if a 
feeling of immortality existed. It seems 
almost that there is some sort of super- 
stition attached to death. planning. 
This is unfortunate because there is so 
much that a little financial planning 
can do to reduce the cost of dying. The 
economics of death clearly indicates 
that a few hours spent now in estate 
planning can develop savings equal to 
the gross earnings of several years. Es- 
tate planning pays off at a rate far in 
excess of the value of the time and ef- 
fort it consumes. The luxury of ignoring 
the financial aspects of death is a very 
expensive one, indeed. Man’s effort to 
create an estate should not be sacrificed 
by his negligence in failing to protect it. 


What Does It Cost to Die? 


Before any concrete estate plans can 
be developed it is necessary first to de- 
termine the cost of dying, assuming 
that the estate remains as presently 
constituted. This is done through a 
process called estate analysis. An 
estate analysis involves a hypothetical 
liquidation of the estate in order to 
reveal the cost of such an operation. 
It assumes that death occurs at the 


time of the analysis. It takes the estate 
through probate and indicates where 
the shrinkage will take place. The 
shrinkage in the estate measures the 
costs of death. These costs will usually 


take the form of funeral expenses, ~ 


estate administration expenses, death — 


taxes, and losses resulting from the 
forced liquidation of assets necessary to 
raise cash to pay these costs. 

When a man prepares a budget he 


does so on the basis of his neé income. — 


He readily recognizes the difference 
between gross income and net income. 
A $10,000-a-year man knows that he is 
a $10,000-a-year man in name only. He 
is quite aware of the fact that his in- 
come will shrink through the payment 
of taxes and business expenses. But a 
man often considers his estate in terms 
of its gross value only. He seems to 
feel that he will leave it intact for his 
heirs. The gross value of an estate, 
however, like gross income is a mirage 
to be seen but not enjoyed by those who 
receive it. Only the net value of an 
estate is available for distribution. 

Let us select a few examples from 
the records of probate courts to illus- 
trate in a real way the cost of death of 
some of our leading citizens of the past 
few years. On the morning of April 12, 
1945, the value of the Franklin D. 
Roosevelt estate was $2,111,673. Before 
the end of that day this magnificent 
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estate had lost more than one-fourth 
of its value. The death of the former 
president cost his estate $629,983. In- 
cluded in this $629,983 are the follow- 
ing items: debts, $19,221; administra- 
tion expenses, $36,619; attorneys’ fees, 
$75,000; executor’s fees, $99,494; New 
York estate tax, $46,598; and Federal 
estate tax, $353,051. This proportion of 
shrinkage is rather low for such a large 
estate. Aside from the fact that this 
estate had been well planned, the 
reason for the low shrinkage is ex- 
plained by the presence of $920,115 of 
assets in his estate which he had in- 
herited from his mother less than five 
years before his death. Since these 
assets had been taxed recently in his 
mother’s estate at the time of transfer, 
the Franklin D. Roosevelt estate re- 
ceived a $447,858 estate tax credit. If 
this $920,115 had been transferred to 
the Franklin D. Roosevelt estate more 
than five years prior to his death, the 
shrinkage of his estate would have ex- 
ceeded 50 percent. 

Mrs. Andrew Carnegie, widow of the 
steel manufacturer and New York phi- 
lanthropist, died on June 24, 1946. The 
gross value of her estate was $20,620,- 
340. The shrinkage arising out of death 
expenses amounted to $13,163,899. 
This left less than one-third of the 
original estate. State and Federal estate 
taxes alone took $11,651,663. Lawyers’ 
fees and administration expenses 
totaled $1,445,532. Debts amounted to 
$76,704. If $2,515,000 had not been 
left in charitable bequests, the shrink- 
age would have been even greater. 

Benjamin Carpenter, Jr., formerly 
Professor of Physics at the University 
of Illinois, died September 24, 1947, at 


the age of 51. His gross estate included 
assets valued at $188,077, a more mod- 
erate amount. After payment of debts 
amounting to $2,566, administration 
expenses of $1,332, executor’s fees of 
$4,500, Illinois inheritance taxes of 
$1,846, and Federal estate taxes 
amounting to $26,992, there was only 
$150,841 left for distribution to his 
heirs. The shrinkage of this estate was 
20 percent. 

These examples are of large estates. 
Relatively small estates also are ex- 
posed to liquidation losses. Although 
there will be no Federal estate tax to 
pay from an estate of $25,000, there 
will be funeral expenses and adminis- 
tration costs. Estimates have been 
made for the total costs of estate settle- 
ment and on the average they run 
about $2,500 on property estates of 
$25,000. Add to this the cost of the 
last illness and the funeral, and the 
estate shrinkage probably will reach at 
least $5,000 —a shrinkage of 20 per- 
cent. This figure assumes a measure of 
estate liquidity providing funds to offset 
the cost of dying. If assets have to be 
sacrificed to pay cash demands on the 
estate, the estate shrinkage will be even 
greater. If the estate is composed prin- 
cipally of life insurance proceeds, the 
settlement cost will be small indeed, 
since life insurance is not subject to 
probate and administration expenses. 

Aside from funeral expenses, admin- 
istration costs, taxes, and liquidation 
losses, two other factors can cause 
shrinkage in an estate which contains 
general property holdings: (1) the 
loss of the superior investment man- 
agement ability of the estate owner, 
and (2) the necessity for a changed 
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philosophy of investment when the 
estate owner dies. When an estate 
passes from the owner through the 
executor or administrator to heirs, it 
loses the benefit of the management of 
the original owner, whose knowledge 
of the peculiarities of the estate and 
whose management skill, particularly in 
the case of the estate containing busi- 
ness interests, may have been the major 
factor in making it profitable. 

The beneficiary of an estate usually 
is interested primarily in income, not 
capital appreciation, as the estate 
owner may have been; consequently, 
estate property that is ideal for an 
active businessman may not be: ideal 
for his widow. Few businessmen, if 
possessed of foresight enabling them to 
know they would die within a year, 
would leave the character of their 
estates unaltered. Such changes, made 
by the executor or the beneficiaries, 
often involve losses which further add 
to the cost of dying. 


Reducing the Cost of Dying 


After reading about the high cost of 
dying, one might well ask: What can 
be done about these costs? How can 
they be reduced? The answer, of 
course, is estate planning. To accept 
the certainty of death and to plan for 
it intelligently assure one of the proper 
disposition of his assets upon his death 
and the maximum benefit to his heirs. 

The high cost of dying attributed to 
funeral expenses in many cases may 
be greatly reduced. When a man dies 
his family feels that it wants to give 
him the best funeral possible. It is the 
last occasion upon which they are able 
to show openly the extent of their love 


and affection. Often new and expensive 
clothing is purchased, fancy casket 
cloths, expensive flowers, ornate cas- 
kets, and too elaborate headstones. The 
preservative features of all caskets are 
much the same. The price, however, 
varies according to the finish, polish, 
scroll work, and so on. As for head- 
stones, there is almost no limit in price 
variation. Much of the useless expense 
of a funeral can be eliminated by care- 
ful planning before death. Every family 


head should sit down with his wife and | 
calmly talk over his wishes with regard | 


to his funeral and its cost. Most men 
prefer to leave their estates to their 
wives and families rather than to the 
families of the funeral director and the 
merchandisers of caskets and head- 
stones. 

To avoid the high cost of dying due 
to estate settlement costs and death 
taxes, the estate owner also should sit 
down with his lawyer, insurance man, 
accountant, and proposed executor and 
plan his estate. The sole purpose of 
planning an estate, however, should not 
be to avoid the payment of taxes but to 
accomplish the purposes that the owner 
wishes. Nevertheless, if taxes can be 
reduced without defeating the owner’s 
purpose, full use should be made of all 
tax-saving devices. In many cases, tax 
planning is necessary in order to carry 
out the purposes of estate planning. 
There are several legal ways in which 
taxes may be avoided. Some of these 
will soon become apparent. 

Regardless of the degree of tax and 
estate planning there always will be 
some costs that cannot be eliminated. 
Therefore, an important consideration 
in estate planning is that of providing 
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liquidity in order to assure against a 


forced liquidation of preferred estate 


assets to meet needs for cash. Debts, 
administration costs, and taxes must be 
paid in cash in relatively short order, 
usually within a year, or they begin to 
incur interest costs. Forced liquidation 
often results in heavy losses to the 
estate. The amount of the losses, if 
any, depends upon the economic con- 
ditions at the time of the death of the 
estate owner, and the nature of the 
estate. Sometimes such losses are as 
high as 40 percent of the value of the 
estate. This needless waste of assets 
may seriously impair the plans of the 
testator for his heirs. The real problem 
in estate distribution is not what you 
leave for your heirs but what is left for 
them. 

If death comes in a period of pros- 
perity, the problem of forced liquida- 
tion of the average estate assets (other 
than business interests) may not be 
difficult. Market prices for estate prop- 
erty are high, assuring adequate liqui- 
dation values for the major portion of 
estate property. If death comes in a 
period of depression, the forced liqui- 
dation problem becomes a great one. 
Since no one knows what the economic 
conditions will be at his death, he must 
be prepared for the worst. He should 
arrange his estate in order to provide 
enough cash to take care of all the 
estimated cash demands. 

Liquidity, however, costs money, for 
as a general rule liquid assets earn less 
than non-liquid assets. The majority of 
estate owners are reluctant to sacrifice 
substantial yield for liquidity. Perhaps 
the best way to arrange for liquidity in 
most estates is to use an asset that is 
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certain to increase in cash value upon 
the death of the owner rather than to 
depend upon assets that are subject to 
possible liquidation losses. The only as- 
set that increases in cash value at the 
death of its owner is life insurance. 
Therefore, the most logical method of 
meeting estate obligations is through 
life insurance. Under a life insurance 
plan, the same contingency (death) 
which creates the estate liability will 
create an offsetting estate asset. 

Not only does the use of life insur- 
ance to pay estate obligations avoid 
liquidation losses in estate settlement, 
but it also reduces the cost of estate 
transfer. It lessens the task of estate 
settlement, thus reducing the cost of 
administration. The immediate cash 
provided by the insurance enables the 
executors to take advantage of all cash 
discounts for prompt payment. Also 
insurance makes it practical for the in- 
sured to maintain a less liquid but 
higher-income-producing estate. Finally, 
it enables the insured to pay his estate 
liabilities with “fractional” dollars. 

This last statement probably needs 
some explanation. For example, with 
a single-premium life insurance policy, 
a man age 50 can pay a prospective 
estate clearance bill for just a little 
more than 60c on the dollar. If the 
insured is age 40, about 50c on the dol- 
lar will pay the bill. If the insured is 
age 60, then a single-premium life in- 
surance policy to pay a clearance bill 
of $10,000 could be purchased with 
$7,000. In that case, the clearance bill 
is settled for 70c on the dollar. 

These estimates do not take 
account the loss of interest resulting 
from the tie-up of these lump sums in 


into 
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life insurance, but when it is considered 
that the interest earned would have 
‘been subject to income tax at perhaps 
high rates, only a small net amount of 
interest income is sacrificed, and the 
insured would have to live a good many 
years to lose in interest an amount 
equal to the discount he receives on his 
tax bill through life insurance. 

One problem, however, relating to 
the use of life insurance to meet death 
costs merits careful consideration. In a 

estate, the insurance dollars 
which are considered a part of the 
estate will increase the tax bill. There- 
fore, a man age 50 who buys single- 
premium life insurance for 60c on the 
dollar will find that at his death the 
additional 40c will be taxed at the 
highest rate, perhaps as much as 40 
percent in a large estate. The net re- 
sult is a gain of only 24c per dollar 
through the purchase of life insurance. 
Nevertheless, 84c estate settlement dol- 
lars purchased for 60c are a sound 
financial bargain. Very few estates, 
however, carry as much as a 40 percent 
tax liability. To do so, the estate would 
have to be extremely large. The best 
solution to the tax problem resulting 
from the additional life insurance is to 
arrange the coverage in such a way 
that the life insurance will not be taxed 
in the estate of the deceased. This can 
be done if the estate beneficiary has 
independent funds of her own. Under 
present tax laws, if the beneficiary pays 
all the premiums on the life insurance 
from her own funds, and the insured 
has no control whatever over the 
policy, the proceeds of the policy will 
not be included in the estate of the 
deceased. In this way, estate clearance 
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cost can be paid with tax-free dollars 
— dollars which are free from both 
income and estate taxes. 

Under the provisions of some state 
inheritance tax laws the proceeds of 
life insurance policies which are pay- 
able to named beneficiaries at the 
death of the insured are not includible 
in the taxable estate of the insured, 
regardless of amount, ownership, or 
premium - payment. Therefore your 
state law should be checked to deter- 
mine whether or not your life insur- 
ance is afforded this protection. 

The primary wish of the head of a 
family ordinarily is to provide suffi- 
ciently for the care and welfare of his 
children until they are able to care for 
themselves, and for the support of his 
widow for the remainder of her life. 
It is not enough to provide a gross 
estate which seemingly would cover 
such needs. If the estate is to pass 
through probate or administration, 
some time may elapse before it is 
settled. Provision must be made, there- 
fore, for the family, not only after the 
settlement but also for the period be- 
tween the owner’s death and the settle- 
ment of his estate. Life insurance again 
is the ideal asset for this income read- 
justment period. Life insurance pro- 
ceeds made payable directly to the 
widow do not pass through probate 
and are paid to the heirs immediately 
upon the death of the insured. 

Maintaining estate liquidity and pro- 
viding funds for interim operations are 
not the sole objectives of estate plan- 
ning. Such planning also has as an 
objective estate conservation in other 
directions toward the end of providing 
the largest net estate possible but still 
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keeping within the purposes desired by 

the creator. The estate planning team 
usually should consist of an attorney, a 
trust officer, an accountant, and a life 
insurance agent. The attorney draws 
up any necessary legal instruments such 
as wills, trust agreements, and business 
interest buy-and-sell agreements. The 
trust officer handles problems dealing 
with the general estate. He usually is 
well versed in investment analysis and 
can make valuable recommendations 
concerning desirable estate assets. The 
accountant helps with tax problems, 
and with the development and mainte- 
‘nance of satisfactory records so neces- 
sary when tax problems are involved. 
He also helps with problems relating 
to the valuation of assets. The life in- 
surance agent handles the insurance 
problems of the estate. He also usually 
is the one who motivates the testator 
to plan his estate. 

Personally owned and managed busi- 
ness interests often present a difficult 
problem in estate planning. This is 
true whether this interest is in the form 
of a sole proprietorship, a partnership, 
or a close corporation. The major share 
of the return from this type of business 
interest usually is derived from the per- 
sonal service and managerial ability of 
its owner rather than from pure inter- 
est return on the capital invested by 
him. Thus, if the owner’s wife has no 
business experience or knowledge, and 
if he has no children qualified and 
interested in taking over the business, 
its goodwill value stands a good chance 
of being destroyed. All that will remain 
is the liquidation value of the assets — 
that is, unless the estate plans include 


arrangements for conserving the value 
of the business interest. 

The most satisfactory method of pro- 
tecting the value of a business interest 
seems to be a method whereby binding 
arrangements are made during the life- 
time of the owner for its sale after his 
death to a responsible party or parties 
at a fair price. If this interest is a 
partnership or a close corporation, a 
ready buyer is available in the persons 
of the surviving partners or stock- 
holders. A buy-and-sell agreement may 
be executed whereby the surviving 
partners or stockholders obligate them- 
selves to buy the interests of the de- 
ceased partner or stockholder from his 
estate at the agreed price. These agree- 
ments usually are not very valuable 
unless there are funds to back them up. 
Therefore the better estate plans call 
for a life insurance arrangement to fi- 
nance the buy-and-sell agreement. Un- 
der this plan, each partner or stock- 
holder will insure the lives of the 
others so that upon a death life in- 
surance proceeds will be available to 
the survivors to purchase the interests 
of the deceased. Aside from furnishing 
a ready market for the full value of 
the interest, this arrangement has the 
added advantages of providing the 
liquidity necessary to enable the estate 
to meet cash demands. The advantages 
of such a plan to the surviving stock- 
holders or partners are obvious. If it is 
impossible to arrange a buy-and-sell 
agreement for the business interest, then 
estate plans must provide for the liquid 
funds necessary to continue the business 
for a limited time after the owner’s 
death to prevent a probable loss caused 
by sale in a relatively short time. 
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Estate conservation requires the con- 
sideration and appraisal of the various 
for reducing death costs 
through division of ownership, avoid- 


avenues 


ance of successive death taxes, complete 
of tax exemptions, protection 
against creditors, and, finally, proper 
integration of the will, trusts, and life 


use 


insurance settlement options. 

In avoiding taxes and estate shrink- 
age through the use of a division of 
ownership, it must be remembered that 
in order to save in taxes you must give 
up the control over your property. If 
you retain control you are considered 
to be the owner, and consequently the 
property will be taxed as a part of your 
estate. A division of ownership may be 
achieved through outright gifts or 
through gifts in trust. If the owner of 
a large estate has no particular reason 
for retaining control over all of it, he 
can effect a considerable saving by 
making a gift of some of his property 
during his lifetime. Gifts will result in 
estate and income tax savings and lower 
probate costs. Income taxes will be 
saved, because gifts remove property 
income from the higher tax bracket of 
the transferor to the lower tax bracket 
of the transferee. Probate and admin- 
istration costs will be reduced, since 
there will be less property to transfer at 
death. 

Lifetime gifts made without strings 
attached save in estate tax so long as 
the gift is not made in contemplation 
of death. If a gift is made within three 
years before death, such a gift is pre- 
sumed to be in contemplation of death. 
The burden of proof of a living motive 
is on the estate of the deceased. Gifts 
made earlier than the three-year period 
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preceding death are not questioned un- 
less the tax collector can prove conclu- 


sively that they were made in contem- _ 


plation of death. Gift tax rates are only 


34 of the estate tax rate. Also there is a i 


$30,000 lifetime gift-tax exemption 
which can be doubled if the gift is 


considered as being made jointly by © 


husband and wife. In addition, there is 
an annual gift-tax exemption of $3,000 
per donee. This exemption is also 
doubled if the donor takes advantage 
of the marital deduction. 


The following examples will illustrate © 


the extent of tax savings available 
through the use of gifts as a vehicle for 
property transfer. A $100,000 gift from 
a $1,000,000 estate would reduce the 
estate tax by about $37,705. It would 
also save about $5,600 in probate and 
administration expenses. The gift tax 


on the $100,000 would be only about | 


$7,000, even if all the gift were made 
in one year. If the gift were made over 
a period of years, the savings would be 
even’ greater, because of the $3,000 an- 
nual exemption. If a $25,000 gift is 
made from a $100,000 estate, there 
would be no gift tax. The estate tax 
savings would be about $3,750. 
Successive death taxes also may be 
saved by the proper use of trusts, life 
insurance settlement options, and com- 
mon-disaster clauses in naming benefi- 
ciaries. A trust can be used to transfer 
property to successive beneficiaries with 
the payment of only one tax. Thus, if 
A transfers assets in trust for the life- 
time benefit of his son, and for the 
benefit of his grandchildren upon his 
son’s death, no estate tax will accrue at 
the time of the death of his son. More- 
over, if A makes the transfer in a proper 
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manner during his own life, there will 
_ be no taxes at A’s death. Life insurance 
settlement options protect against suc- 
cessive death taxes by providing for 
a contingent beneficiary should the 
primary beneficiary fail to outlive the 
- guaranteed income period. The transfer 
from a primary to a contingent benefi- 
Clary involves no costs whatsoever. 
Common-disaster clauses direct how 
the proceeds are to be paid in the event 
that husband and wife are killed in the 
same accident. This prevents the estate 
from being passed to one spouse, then 
taxed, and on passing shortly thereafter 
to his or her beneficiaries taxed once 
more. 

A few examples of estate tax plan- 
ning should be of interest. Assume an 
estate of $200,000 belonging to a mar- 
ried man with two children. If he 
willed the $200,000 to his wife as a life 
estate the Federal estate tax upon his 
death would be $31,500. Upon his 
widow’s death there would be no ad- 
ditional estate tax. (A life estate is an 
arrangement whereby the beneficiary 
has the right to enjoy the income from 
the property as long as he or she lives. 
Upon the death of the beneficiary, the 
property goes to a secondary beneficiary 
—jin this case, the children.) If the 
$200,000 is left to his wife outright, the 
Federal estate tax upon his death would 
be only $4,800 since he is able to take 
advantage of the marital deduction. 
Upon the death of his widow, the es- 
tate tax would be $30,136, assuming, 
of course, that her inheritance remains 
intact throughout the rest of her life. 
But if he should leave $100,000 out- 


right to his wife by will and $100,000 
as a life estate, the Federal! estate tax 
would be $4,800 at his death and 
$4,044 after the death of his widow. 
Still another arrangement would be to 
leave a $75,000 life estate to his wife 
by will and another $75,000 outright. 
He could then give each of his two 
children a $25,000 annuity. In this case, 
the Federal estate tax upon his death 
would be $1,050. Upon his widow’s 
death, the estate would be taxed 
another $1,050. By taking advantage of 
the marital deduction, the gifts can be 
made tax-free since each spouse is en- 
titled to make a minimum tax-free gift 
of $33,000. The net effect of each of 
these plans is as follows: In the first 
plan, the wife retained $168,500 of the 
estate and passed it intact to the chil- 
dren. In the second plan, the wife re- 
tained $195,200 and passed $165,064 
to the children. In the third plan, the 
wife retained $195,200 of the estate 
and passed $191,156 to the children. 
In the final plan, the wife retained 
$148,950 of the estate and passed to 
the children $147,900 which, when 
added to the $50,000 tax-free gift, 
enabled the children to retain $197,900 
of the estate. These few illustrations 
indicate what a little tax planning can 
do for estate protection. 


A Specific Case 


As an example of an actual case of 
estate planning, take the situation of 
John and Mary Abernathy,* a couple 
in their late 30’s and parents of 3 small 
children. An analysis of their property 
shows: 


* Names fictitious; case real. 


We, 
John’s Property 

Y% interest in home in joint 

ETUC Vein ota aia crane eee $15,000 
Gas lies See Oy Ride Cust. eae ince $80,000 
Stocksand’ bomds. 6. sano es $100,000 
Business interest in a 

partnership since \ amen $120,000 
Life insurance on his own 

IRC TRAC aah en ae ee ee $130,000 
Life insurance on life of his 

FAUT, Ce eee tee eee oe $105,000 


Because of the large amount of cash? 
and insurance in the estate,.no addi- 
tional provisions need be made for 
funds to pay funeral expenses, admin- 
istration expenses, or taxes. However, 
because of the size of the prospective 
estates, it seemed advisable to avoid 
the transfer of property by either John 
or Mary to the other at death. 

For instance, if John should die be- 
fore Mary, leaving her all of his prop- 
erty, his Federal estate taxes would 
amount to about $26,700 and the state 
inheritance tax to $16,000, a total of 
$42,700 in death taxes. If Mary then 
died, leaving all of her property to the 
three children, the taxes would amount 
to $13,800 state inheritance, and $120,- 
100 Federal estate tax, making a total 
of $133,900. The total taxes of both 
estates would be over $176,000. 

If the property were to pass directly 
to the children, about $75,000 would 
be saved. Although the taxes on John’s 
estate would be larger because there 
would be no marital deduction avail- 
able, his total taxes would not exceed 
$78,000. However, the taxes on Mary’s 
estate would be reduced to about 


* The strong cash position of this estate 
may be due to funds received from a sale 
of property and now awaiting reinvestment, 
or to the need for a high degree of liquidity 
to meet tax obligations as they mature. 
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Mary’s Property 

Y interest in home in joint 

teCMANCY 4-4 = ee ae ea ee 
Household furnishings and 

personal property......... $10,000 
Business interest in a 

partnership. 25.8 ee ae $30,000 
Future inheritance of land 

VANICd At Se eee $150,000 


$22,000, making a combined total of 
$100,000 as compared with a total of 
$176,000 where the property went first 
to Mary. 


a 


In order to further reduce taxes and © 


other death costs, it was suggested that 
an irrevocable lifetime trust be set up 
for the children, consisting of $10,000 
cash and a life insurance policy on the 
life of each child to be paid up in 10 


years, the trust to be of such a nature 


that other property could be added to | 


it. It was also suggested that John 
transfer his interest in the home or in 
any bonds held in joint tenancy to 
Mary. John’s will was then made to set 
up a trust for the balance of his prop- 
erty, the income of which was to be 
paid to Mary during her life; at her 
death the income or principal was to 
be paid to the children under the terms 
of the living trust. John’s trustees were 
given the power to acquire any interest 
in the partnership business. Mary’s will 
provided for the proceeds of her part- 
nership interest to go to the trustees of 
the living trust. In the event that Mary 
should predecease John, she left the 
house and its furnishings to John for 
life and at his death to their children. 

Although it may be pleasant enough 
to live expensively, certainly nothing 
can be gained by dying that way. 
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THE FOREIGN po.icy of the United 
States has come to rely increasingly on 
military preparedness. To us, this may 
seem to be an unavoidable expedient, 
at least in the short run. To many un- 
derdeveloped countries, however, where 
the majority of the people continue to 
hover on the verge of starvation and 
where capital improvements are so des- 
perately needed, the relatively feeble 
interest we haye recently shown in their 
economic development —in the face 
of billions devoted to defense — raises 
doubts as to the sincerity of our prot- 
estations in favor of world economic 
betterment. 

Almost everywhere in the non-Com- 
munist world, there is an undercurrent 
of fear that we are not succeeding in 
winning Asia (or whatever of Asia 
there is left to be won) to our side. 
There is increasing fear that we are 
placing too much reliance on the mili- 
tary approach and growing awareness 
that the military approach alone will 
not be enough. Nor is this danger con- 
fined to Asia. Even among Western 
European countries there is the risk 
that virtually sole reliance on military 
strength, with all the economic and po- 
litical problems that such a policy will 
entail, will lose for us many of the gains 
we have made there in the past few 


years. 


Economic Betterment as the Goal 
of Peoples 


The war and postwar years have 
witnessed a growing determination on 


the part of peoples the world over to 
increase their living standards and, to 
that end, to improve their productive 
capacity. Compared with this over- 
riding objective, everything else seems 
to them of minor importance. There is 
a determination to sweep away those 
political, institutional, or legal arrange- 
ments that have hampered economic 
development; and to the extent that 
we attempt to preserve them on grounds 
of temporary military expediency, we 
shall do so only at the cost of longer- 
run gains. So strong is this desire for 
economic betterment and so low are 
the current living standards, that to 
most of the Asiatic and Near-Eastern 
peoples the choice between alignment 
with the United States (or Great Brit- 
ain) and alignment with the Soviet 
Union does not seem a very real or 
meaningful one; rather, the choice 
seems to them to lie between alternative 
arrangements or plans for economic 
development. Unless we become aware 
of this and provide the proper incen- 
tives, we shall not win these peoples 
over to our side lastingly. 

The military approach, alone, is gen- 
erally one of preserving or defending 
what one has. The trouble in Asia and 
the Near East, however, is primarily 
one of not having anything to defend. 
With starvation rampant, disease and 
illiteracy widespread, with caste sys- 
tems that stultify, and with nothing to 
look forward to except an endless rep- 
etition of present hardships, freedom in 
our sense of the term means very little. 
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If we want the peoples of Asia, or even 
of Europe, to defend our way of life, 
we must first help them to secure 
enough of that way that they will feel 
they have some stake in it. To the rest 
of the world, the prolonged debate in 
the United States that has accompanied 
the relatively small appropriations for 
nondefense foreign aid, in the past year 
or so, while vast sums were being spent 
for defense, attests not so much to a 
limited budget and a desire to econo- 
mize as to noncomprehension or denial 
of the needs of other countries. Many 
of our sincerest friends in foreign coun- 
tries have insisted, in fact, that beyond 
a certain point additional expenditures 
would gain us more if they were de- 
voted to long-run economic aid than 
to defense. 

Economic aid itself would be a mere 
palliative, however, a short-run stop- 
gap, unless it were part and parcel of 
a positive plan for long-run economic 
betterment. Unfortunately, some of the 
aid we have provided since the end of 
the war has reaped relatively little in 
the way of permanent improvement. 
In the case of the European countries 
some of this was probably unavoidable. 
Crises in supply and distribution ,arose, 
largely as a result.of war-induced dis- 
locations, and we stepped in with gifts 
or loans to avert disaster. For the un- 
derdeveloped countries of Asia and the 
Near East, however, and even for the 
low-income countries of Western Eu- 
rope such as Greece and Italy, what is 
needed is a positive, long-run program 
designed to increase their ability to 
provide for themselves the living stand- 
ards to which they aspire. 


Obstacles to Economic Development 


To formulate plans for economic 
development of the underdeveloped 
countries, it is essential first that the 
principal obstacles to such development 
be singled out. The over-all obstacle, 
of course, is that when productive ca- 


pacity is very low such an overwhelm- sf 


ing proportion of a country’s output 
must be consumed that very little can 
be devoted to facilities that will ulti- 
mately increase the capacity to produce. 


This is another way of saying that poor {| 


countries cannot afford to save and 
invest. And it is the paucity of invest- 
ment, the extremely low level of capital 
per worker, which largely explains dif- 
ferences in productivity among coun- 
tries. Even before the war, labor in the 
United States had, on the average, four 
times as much power to work with as 
labor in the Western European coun- 
tries, and many more times as much as 
labor in the underdeveloped countries. 
Moreover that difference, instead of 
being narrowed by a catching-up proc- 
ess in the rest of the world, has of 
course been widened considerably since 
prewar years, partly because of war 
destruction and postwar reconstruction 
in many foreign countries, partly be- 
cause of the phenomenally high level 
of investment in the United States. 
Even since the end of the reconstruc- 
tion phase, say 1948, the difference in 
investment rates has been maintained 
or even widened. Whereas net invest- 
ment in the United States amounted 
to about $200 or $250 per capita be- 
tween 1948 and 1950, net investment 
in Western Europe amounted to about 
$45 to $50 per capita, and to only 
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about $3 per capita in the underdevel- 
oped countries, in the same years. 

An additional problem is the fact 
that much of the investment that must 
come first, in the underdeveloped coun- 
tries, is what is often referred to as 
“public overhead capital”: transpor- 
tation and power facilities, education, 
sanitation, and the other social institu- 
tions of a modern, productive economy, 
and, in the case of some of these coun- 
tries, the movement of population to 
those areas where resources are avail- 
able. All this requires a tremendous 
amount of investment. It is the sort of 
investment, moreover, which will not 
contribute much directly to productiv- 
ity, but that is essential before other 
productive undertakings can be 
launched. We in the United States 
went through much of this in the mid- 
19th century, many other countries 
such as Canada and Australia some- 
what later, and in most of these coun- 
tries foreign investment played an im- 
portant role. 

In the early postwar years, many 
persons and groups in the United States 
expressed the hope and the expectation 
that private American capital would 
move out to the far corners of the 
world, thus supplying the means of 
productive improvement. That expec- 
tation has not been fulfilled. Such 
American capital as has been invested 
in the underdeveloped countries has 
been mainly in oil and, to a much more 
limited extent, in the mining of other 
resources. This investment, though 
helpful to a limited extent, does not 
provide the sort of development that 
most of these countries need so des- 
perately. It is undertaken, naturally 


enough, with a view to producing a 
particular product for the world mar- 
ket, and the benefits that accrue to the 
receiving country are generally limited. 

There are a number of reasons, other 
than the nature of the capital needs, 
for the failure of American capital to 
seek investment in the underdeveloped 
countries. First of all, there is a host of 
factors that we lump together as socio- 
political risks: the danger of discrimi- 
nations of various sorts against foreign 
investors; the danger of expropriation; 
general political uncertainty; and fear 
of war. Our State Department has at- 
tempted to minimize these risks by ne- 
gotiating agreements with foreign gov- 
ernments pertaining to their treatment 
of our investors, but it is doubtful that 
these will increase the willingness to 
invest to any great extent. 

In addition, there is the “transfer” 
risk, the risk that capital and even 
earnings may be blocked because of a 
shortage of convertible foreign ex- 
change. In most countries, the desire to 
expand output through increased in- 
vestment is likely to lead to imbalance 
in their international payments. In 
many instances, on the other hand, the 
difficulties of transfer have stemmed 
from the creditor country; a recession 
or a sudden reduction in the flow of 
international investment may render 
the creditor currency scarce in the for- 
eign exchange markets. Foreign ex- 
change controls have therefore become 
widespread, and frequently they limit 
the transferability of capital and earn- 
ings in order to conserve as much as 
possible for essential imports. 

But these are not the only obstacles 
to private international investment. An 
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additional and very important one is 
that in spite of the fact that the “need” 
for investment in the underdeveloped 
countries is so great, the profitability of 
such investment in the private profits 
sense is frequently not large at all. The 
low level of production and income 
limits the size of the market and thus 
frequently makes for a scale of opera- 
tions well below optimum. Lack of ed- 
ucation, of sanitation, and of division 
of labor, reduces the efficiency of the 
labor force, and makes for absenteeism 
and high unit costs in spite of low wage 
rates. Lack of financial institutions, of 
distribution channels, and of all the 
other economic institutions. we associ- 
ate with a modern developed economy 
has the same effect. True, new invest- 
ment would produce these “external 
economies’; but one private investor, 
moving in alone, cannot afford high 
current costs in his own enterprise 
though he may realize that his own in- 
vestment will help reduce the costs of 
enterprises that will be set up later. 

In addition to limited income and 
markets, in most of the underdeveloped 
countries the distribution of that in- 
come is extremely unequal. This limits 
the market still further. There is a 
marked reluctance even on the part of 
domestic business people to plough their 
profits back into productive investment. 
The profitability of investment is not 
determined merely by “need,” in the 
sense of an absence of an adequate sup- 
ply of capital goods. Lack of effective 
demand because of the extremely un- 
equal distribution of income is of para- 
mount importance. True, an increase 
in investment would help to change the 
distribution of income itself, thus in a 
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sense providing its own market. To the 
individual investors who first take the 
plunge, however, the gains in this way 
are almost bound to be extremely small; 
they must largely proceed on the as- 


sumption that the market is fixed and © 
will not be expanded materially by the — 
effect of their own investment on the — 


over-all distribution of income. 


Considering all the obstacles, there- — 
fore, it is most unlikely that private — 
foreign capital would be forthcoming ~ 


in a steady stream, even under stable 


international conditions. In the face of | 


current international tensions, the un- 
likelihood is all the greater. Some cap- 


ital, perhaps, will continue to flow into — 


Latin America. 


and the Near East, private develop- 
mental capital in adequate amounts 
should not be looked to as a solution. 


Need for United States 
Government Aid 


The upshot, therefore, is that unless 
we provide governmental assistance, 
the productive capacity and therefore 
the living standards of many countries 
will remain abysmally low. Even gov- 
ernmental assistance, however, will pro- 
vide no solution unless we see to it that 
such assistance fits in with a positive 
program for economic betterment in 
the recipient countries. Such a program 
would call for, among other things, the 
building up of the public overhead cap- 
ital— the development of transporta- 
tion and power facilities, education, 
health, a labor force, in the modern 
sense, willing and increasingly able to 
work for wages and to buy back from 
the market the required consumer 


But even in Latin © 
America, and most certainly in Asia © 
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goods. The benefits in terms of higher 
productivity would necessarily appear 
only slowly. This means that the recipi- 
ent countries must not be too impatient 
and that we as the givers should not 
expect the unattainable. 

Equally important is the fact that 
unless such an economic program is 
accompanied by a political and social 
program conducive to development, it 
will necessarily fail. This implies will- 
ingness on the part of the recipient 
country to undergo change, and also 
willingness on our part to take a chance 
on that change. In many instances 
(Greece, Italy, some of the Near-East- 
ern countries), those persons or groups 
in political and economic control have 
resisted change even after we had 
shown a disposition to promote it. In 
other instances we have shied away 
from any change whatsoever, fearing, 
perhaps, that we might lose contro] in 
the resultant political flux. Unless we 
are willing to accept such change, how- 
ever, we shall surely lose the possibility 
of long-run gain. We shall lose the im- 
mediate approbation of millions of 
people the world over who at one time 
looked upon us as the rebel that made 
good and was therefore willing to stand 
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up for independence and democracy 
everywhere. Moreover, economic bet- 
terment cannot be attained in countries 
where caste systems prevent the devel- 
opment of education and social mobil- 
ity and where great inequalities of 
wealth and income hamper the growth 
of investment for lack of an internal 
market. 

It is for these reasons that the recent 
trend in our foreign policy, moving 
more and more towards sole reliance 
on the military approach, is in danger 
of losing for us many actual or poten- 
tial friends. To the countries of West- 
ern Europe, just recovered from a dev- 
astating war, defense expenditures are 
bringing back the old problems:  scar- 
cities, reduced living standards, infla- 
tion, and balance-of-payments crises. 
To the underdeveloped countries, par- 
ticularly in Asia and the Near East, we 
are failing to provide leadership for 
economic development and capital to 
aid in that development. More reliance 
on long-range economic assistance 
would not only assure our present 
friends; it would help to win over some 
that are now on the fence and perhaps 
even some that are now on the other 
side. 


~ Books Reviewed 


Statistics for Economics and Business. 
By Donald W. Paden and E. F. 
Lindquist (New York: McGraw- 
Hill Book Company, Inc., 1951, pp. 
ix, 276. $4.00) 

Statistics textbooks range from intro- 
ductory outline manuals to encyclope- 
dic tomes covering practically all the 
techniques that have ever been devised. 
Of the concise statistics textbooks, this 
is one of the best I have ever had the 
privilege of examining. The authors 
have attempted to restrict themselves 
to those basic concepts and techniques 
that in their opinion are fundamental 
and most frequently used. This, in their 
opinion, is to be preferred to “a super- 
ficial acquaintance with many.” The 
approach used is a critical one, with 
emphasis on the development in the 
student of a cognizance of the inherent 
limitations of statistical techniques and 
an appreciation of the fact that statis- 
tical methods are an aid and not a sub- 
stitute for common sense and logic. No 
one who has taught the elementary 
course in statistics could quarrel with 
these stated objectives, and on the 
whole the authors have succeeded fairly 
well in achieving them. ‘ 

After a brief introduction to elemen- 
tary concepts, the subjects treated in 
the text are index numbers, the fre- 
quency distribution and its measure- 
ment, the normal curve, sampling 
errors, time series analysis, and corre- 
lation. 

Under index numbers, the methods 
of weighted relatives and weighted ag- 
gregates are the only ones described, 
with a brief mention of quantity in- 


dexes, the use of indexes as deflators, 
and base shifting of index numbers. 
The discussion of the frequency distri- 
bution includes the usual measures of 
central tendency and variation. Sam- 


pling error is treated more fully with — 
a discussion of the standard error of — 


the mean, levels of confidence, confi- 
dence intervals, various sampling tech- 
niques, biases, and the null hypothesis. 
The entire subject of time series is 
covered in 35 pages. In that space, the 
authors cover seasonal variation meas- 
urement by the ratio-to-moving-aver- 
age and link-relative methods, the least 
squares and semi-average methods of 
trend fitting, and the isolation of cyc- 
lical-irregular movements in a time 
series. Last, correlation analysis includ- 
ing sampling errors in “r” are discussed. 
All the foregoing subjects are covered 
in 265 pages. 

The authors are eminently successful 
in making their exposition nonmathe- 
matical. This should prove very helpful 
to the student with a minimum of 
mathematical training. Such students 
sometimes are overwhelmed by the in- 
troduction of even the most elementary 
mathematical treatment. The avoid- 
ance of mathematical symbolism should 
prove extremely helpful to these stu- 
dents without seriously diminishing the 
benefits which the mathematically pro- 
ficient students can derive from this 
text. However, it leaves something to 
be desired by the intelligent student 
who would want more than the inade- 
quate explanation and justification that 
the nonmathematical approach neces- 
sarily involves. It is, therefore, suggested 
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that a liberal use of references to other 
statistical works might be included to 
satisfy the inquisitive students with re- 
gard to the whys and wherefores of 
statistical methods. 

When a textbook is published in 
which a limited number of techniques 
are described, there is always room for 
criticism of the selection of tools. With 
this in mind, I question, for example, 
the inclusion of the link-relative method 
of measuring seasonal variations —a 
technique that has rather generally 
been discarded in favor of the ratio- 
to-moving-average methods, while at 
the same time the important subject of 
moving seasonals is not even mentioned. 
Also, for a textbook intended for “‘eco- 
nomics and business,” far too little 
space is devoted to time series analysis 
and index numbers to give business 
students a sufficient background in 
these subjects. 

It is intended by the authors that the 
textbook be used in conjunction with 
the manual they specifically prepared 
for this text. The questions and prob- 
lems presented in the manual are de- 
signed to set the student to thinking 
and reasoning for himself. Thus, after 
reading a given chapter in the text, 
the student is asked to work out for 
himself the various problems and ques- 
tions in the manual relating to that 
chapter. This, in the authors’ words, 
constitutes the Socratic method to de- 
velop a reasoned understanding of 
statistical method. 

The authors feel that most effective 
use of the textbook and the manual 
can be made by dispensing almost en- 
tirely with classroom lectures. Instead, 
class time would be devoted to super- 


vised work and quiz periods on exer- 
cises in the manual. If the authors’ 
approach is successfully employed, the 
student will be provided with a work- 
ing knowledge of statistics more indel- 
ibly impressed on his mind than could 
be achieved by rote memorization of a 
heterogeneous mass of formulae which 
are promptly forgotten after the final 
examination. However, I question 
whether the text presentation is ade- 
quate for the basic understanding es- 
sential to solve the manual problems 
without extensive class discussion. Or 
will the students with this scant back- 
ground be tempted to resort to means 
other than those intended by the au- 
thors to complete their assignments? 
However, the authors have apparently 
used this method of teaching with 


SUCCESS. 
Joun M. FiresTone 


Bureau of Labor Statistics 


Manpower Resources and Utilization 
Principles of Working Force Anal- 
ysis. By A. J. Jaffe and Charles D. 
Stewart (New York: John Wiley 
and Sons, Inc.; London: Chapman 
and: Halls Ltdj91951, pp. xi032: 
$6.50) 

This is a stimulating and informative 
analysis which could have been consid- 
erably better if the authors had con- 
fined themselves to their primary ob- 
jective: “a study of the United States 
working force — what it is, what fac- 
tors have influenced it in the past and 
what pressures are shaping it today, 
and how it is related to other aspects 
of our society.” But the temptation to 
pursue attractive bypaths, such as the 
problems of underdeveloped and semi- 
industrialized countries, was apparently 
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too great. As a result, the main theme 
suffers from unduly cursory treatment 
in important aspects, while the analy- 
sis of the sub-themes is generally and 
inevitably superficial. 

Nevertheless, the volume has much 
to recommend it. The authors display a 
healthy appreciation of the breadth of 
their problem. As they put it, “working 
force analysis emerges from the entire 
social, economic, political, and cultural 
milieu; it does not emerge from any 
one aspect of a culture, but is a func- 
tion of all the aspects.” In keeping with 
this approach, they study various char- 
acteristics (age, sex, color, marital and 
dependency status, urban-rural, and oc- 
cupation) of the American labor force 
in terms of the economic and techno- 
logical development of the country, the 
growth and changes in population, the 
impact of immigration, and the atti- 
tudes of the people toward working 
and toward different occupations. 

Perhaps even more important, the 
authors recognize that the presentation 
of statistical and other empirical facts 
by themselves is not enough. In order 
to give the facts meaning, it is neces- 
sary to analyze them within a theoret- 
ical framework. The theoretical dis- 
cussions, notably those pertaining to 
the pattern of industrialization and the 
growth of population, are limited in 
scope, but the authors introduce them 
modestly and with an awareness of 
their deficiencies. As a result, they not 
only stimulate the reader but also 
greatly enrich the analysis. One of the 
significant conclusions thus drawn is 
that non-demographic factors (notably 
industrialization) have a much greater 
effect upon the composition of the labor 


force than demographic factors (the 


personal characteristics, such as age, | 


sex, marital status, etc., that are largely 
independent of economic organization) . 
Another valuable attribute of the 


volume is to be found in its detailed — 


discussion of the problems of measure- 


ment of labor force, population, and — 


related variables. Approximately the 
first quarter of the book is devoted to 
the statistical procedures of the Bureau 


of the Census (the chief collector of 1 


labor force data) and, at frequent ap- 


propriate points elsewhere, the limita- 


tions of the data are effectively noted. 
Particular attention is paid to the vary- 
ing results arising from the use of the 
“labor force” and “gainful worker” 
concepts. Since both authors have had 
many years of direct and intimate ex- 
perience with governmental labor force 
surveys, they bring to the discussion 
a realistic quality which is often lack- 
ing among users of Census data. 
Unfortunately, the weaknesses of the 
volume extend beyond the unevenness 
in quality caused by the frequent ref- 
erences to the labor forces of foreign 
and, particularly, underdeveloped 
countries. Organizationally, the volume 
is often confusing. Chapters do not 
always follow each other in a logical 
or integrated fashion, so that the reader 
frequently has to turn back to recap- 
ture the train of thought. Much of this 
could have been avoided by restricting 
the foreign materials to the appendixes. 
But a more basic reason for the con- 
fusion seems to lie in the failure of 
the authors to have in mind a clearly 
defined audience. Was the book writ- 
ten for college students, policy makers 
in government and industry, technical 
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personnel, or foreign specialists? One 
cannot be sure. 

On the substantive side, more or less 
serious omissions are noted, as well as 
inadequate treatment of data. For ex- 
ample, the problem of multiple job 
holders is overlooked both in the dis- 
cussion on measurement and on popu- 
lation utilization. The chapter on 
immigration contains only the scantiest 
reference to the influence of national- 
culture factors on the composition of 
the labor force. The two chapters on 
social attitudes have no discussion at 
all of the significance of racial and 
religious discrimination for manpower 
resources or utilization. The absence 
of any data on local labor markets and 
labor mobility significantly limits the 
range and effectiveness of the analysis 
of manpower utilization. Little or no 
reference is made to such important 
sources of labor force data as the re- 
ports of the Bureau of Old Age and 
Survivors’ Insurance or to such illumi- 
nating special studies as those by 
Carter Goodrich, MacLaurin and 
Myers, Reynolds and Shister, Woytin- 
sky, and others. 

Notwithstanding its limitations, the 
volume should prove enlightening to 
the uninitiated student of the American 
labor force. And certain of its theoreti- 
cal sections, as well as some of the 
foreign materials, may be of interest to 
the more technically equipped reader. 

Mitton DERBER 
Institute of Labor and Industrial Re- 
lations 


The Nature and Tax Treatment of 
Capital Gains and Losses. By 
Lawrence H. Seltzer (New York: 


National Bureau of Economic Re- 

search, 1951, pp. xxii, 554. $7.50) 

Determination of a logical tax treat- 
ment of capital gains encounters some 
of the most difficult questions in the 
entire field of income taxation. Unlike 
other taxable income, capital gains — 
increases in the value of assets held 
—do not take the form of a flow of 
wealth to the taxpayer. As a conse- 
quence, it has been widely argued that 
capital gains should not be included in 
taxable income at all—a point of 
traditionally accepted in the 
British Commonwealth nations. Others, 
while accepting the argument that 
some capital gains should be taxable, 
maintain that those gains which are 


view 


manifestations of changes in _ price 
levels and interest rates in no sense 
constitute income. 

In addition, the problem has been 
complicated by the fact that the ac- 
crual of capital gains, like the growing 
of vegetables in one’s backyard, consti- 
tutes an addition to the value of a per- 
son’s wealth without an exchange trans- 
action being involved. Because of the 
difficulties of taxing such accruals, tax- 
ation ‘of gains has been postponed till 
realization. Since the latter is nonre- 
current, and gains accruing over many 
years may be realized in one year, the 
irregular income problem, with pro- 
gressive tax rates, is encountered with 
particular severity. Furthermore, un- 
like most other income, the taxpayer 
has the choice of time of realization, 
and so can manipulate realization of 
losses and gains in such a way as to 
minimize tax liability. Additional 
trouble has arisen out of the use of a 
definition of realization which allows 
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many gains — especially on assets held 
until death — to escape tax completely. 
Finally, the use of the realization basis 
provides a strong deterrent to the sale 
of property on which gains have ac- 
crued, and artificially spurs the reali- 
zation of losses, to the detriment of 
proper functioning of the markets for 
securities and capital assets. In the face 
of these substantial problems, Congress 
has turned from one make-shift, jerry- 
built approach to capital gains taxa- 
tion to another; the relatively liberal 
treatment has further complicated the 
issue by encouraging persons to con- 
vert regular income into the form of 
capital gains. 

The literature on capital gains has 
been substantial over the years. But it 
has been characterized by more heat 
than light, and by serious confusion 
between inherent features of the prob- 
lem of taxing capital gains and the 
consequences of the present treatment. 
For example, many of the objection- 
able results for which capital gains 
taxation is charged are actually due 
merely to the particular definition of 
realization employed in the law. The 
present volume, by Professor Seltzer 
of Wayne University, prepared under 
the auspices of the National Bureau 
of Economic Research, is designed to 
throw more light on the problem, in 
part by careful analysis of the issues, 
and in part by study of the statistical 
data available in regard to the opera- 
tion and effects of the portion of the 
income tax applying to capital gains. 

The first four chapters are analyti- 
cal; legal origins of British and Ameri- 
can tax treatment of capital gains are 
noted, and the economic nature of the 
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gains is considered at some length. To — 
Dr. Seltzer, the basic characteristic of 
capital gains — from the standpoint of © 
economic analysis—is their unex-— 
pected character, as distinguished from — 
the anticipated nature of ordinary — 
profits, but he recognizes the fact that — 
usual capital gains are, in practice, — 
partly anticipated. He traces the 
sources of capital gains, as a back- — 
ground for consideration of the various — 
arguments in favor of and against in- 
cluding them in taxable income. While 
policy judgments and recommenda-— 
tions are avoided throughout the book, 
the weight of the argument is allowed | 
to rest clearly on the side of taxing — 
capital gains. 
The second portion of the book, 
Chapters 5-8, presents the results of © 
empirical study of the application of | 
the tax to capital gains in the past 
thirty years, and of the effects of the © 
tax on investor decisions and govern- | 
ment revenues. The primary data were — 
obtained largely from a study of sta- — 
tistics gathered from Federal income | 
tax returns for the period; tables pre- | 
senting this material are included in 
80 pages of Appendix to the volume. 
The major conclusions reached from — 
the empirical study can be summarized 
briefly : 
1. In the period from 1917 to 1946, — 
net capital gains shown on tax returns — 
totaled about $51 billion and net 
capital losses about $35 billion, leaving — 
$16 billion gains net. Actually, many ~ 
capital gains were never legally real-_ 
ized for tax purposes. ; 
2. High-income groups showed a 
better ratio of gains to losses than those — 
in lower groups. Within income groups _ 
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there was a wide range of gain and loss 
experience among individuals. 

3. Taxable capital gains fluctuated 
very widely from year to year, with 
consequent variation in government 
revenues. Only in the 1926-29 period 
did the tax on capital gains constitute 
a significant element— over 40 per- 
cent—in total income tax revenue. 
In recent years less than 5 percent of 
income tax revenue has come from this 
source. 

4. The great bulk of capital gains 
(and losses) was derived from sale of 
common stock. Real estate was a minor 
source. 

5. Capital gains constituted a major 
source of income for persons in high- 
income groups, although these groups 
received only a small portion of total 
capital gains. 

6. Capital losses concentrated par- 
ticularly in the middle-income groups; 
as a consequence, the limited deducti- 
bility of such losses particularly injured 
this group. 

7. Some evidence of influence ex- 
erted by the tax treatment on time of 
realization of capital gains was ob- 
tained, especially in regard to higher- 
income groups. But the conclusion is 
reached that the tax treatment has 
been a minor factor in controlling reali- 
zation, compared with other considera- 
tions. The study does not show the 
extent to which realization is avoided 
until death because of the tax. 

In the third portion of the book, 
Chapters 9-11, the descriptive and ana- 
lytical approach is resumed. Chapter 9 


describes in detail the various means 
by which ordinary income is converted 
into capital gains for tax purposes. This 
chapter is to the reviewer the most 
interesting and enlightening of the 
entire book, and provides an excellent 
justification of the thesis that the line 
between capital gains and other in- 
come is a very tenuous and artificial 
one. Chapter 10 indicates foreign ex- 
perience, with emphasis on the British 
Commonwealth procedure of exclud- 
ing capital gains completely. The final 
chapter presents a thorough analysis 
of various alternative proposals to the 
capital gains problem, designed to at- 
tain equity of treatment, yet avoid arti- 
ficial interference with transfers of 
securities and other property. 
On the whole, the volume represents 
a useful contribution to an understand- 
ing of the problem and a background 
for further exploration. It is the best 
current reference for these purposes. 
The conclusions of the very extensive 
statistical work are not particularly 
surprising; in general, they merely 
support long-accepted hypotheses. Like- 
wise, the analytical work is more note- 
worthy for clear assimilation of various 
conflicting arguments than for the 
breaking of new ground. The useful- 
ness of the work is impaired somewhat 
by the fact that the presentation of the 
analysis — itself clear and penetrating 
—is clouded by the ponderous dull- 
ness characteristic of National Bureau 
publications. The book is not recom- 
mended for light week-end reading. 
Joun F. Dur 


